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THE COST OF RAILWAY CAPITAL UNDER 
THE TRANSPORTATION ACT OF 1920' 


By HERBERT B. DORAU 


most important element in the cost 

of the services of public utility 
industries. The technical conditions of 
production necessitate the use of a large 
amount of fixed capital goods, the rate 
of capital turnover is slow, and conse- 
quently a significant part of every dollar 
of revenue must go for the payment of 
the ‘‘wages of capital.” With this com- 
monly recognized fact in mind, it seems 
strange indeed that so little attention 
has been given to the problem of the 
“rate of wages” to be paid capital in 
our regulated industries. With meticu- 
lous care courts, commissions, and ex- 
perts have analyzed the problem of the 
rate base in answer to the question 
“what is fair value,’ but only in rare 
circumstances have any similarly analyt- 
ical inquiries been made as to what con- 


r NHE return to capital constitutes a 





*The writer wishes to express his appreciation 
for the very material assistance of Mr. J. H. Hande 
in providing certain essential information used in 
this study. 


stitutes a fair rate of return. Points of 
reference for the determination of fair 
value have been worked over until there 
has been reached a degree of refinement 
which, if not undesirable on its own 
account, is at least strangely out of line 
with the degree of exactness that ob- 
tains with respect to the rate of return. 

It is only too obvious that the real 
matter of concern to the management 
and customer alike is not the rate base 
or the rate of return but the return 
itself, and that both base and rate are 
indispensable requisites for the deter- 
mination of the return. Extra refine- 
ment of either one of these requisites 
beyond that attained in the other seems 
fruitless. Yet in one rate adjustment 
case after another we find both com- 
pany and commission striving to vali- 
date elements in the rate base which 
represent mere fractions of the value of 
the total property and which, if gained, 
are vitiated by the off-hand manner in 
which the rate of return is applied. 


WS 
CW ‘ 
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Explanations of this anomalous situa- 
tion are not difficult to offer. Whether 
it is true or not, the rate base has 
seemed to be more susceptible to accur- 
ate measurement. But with all that, the 
fact remains that very little attention 
has been given to the problem of the 
rate of return, and the possibilities of 
more accurate approximations have not 
been exhausted.” 

This study is an excursion into one 
aspect of the problem in the case of the 
steam railway utility. The steam rail- 
way utility affords an excellent oppor- 
tunity for a study of this character be- 
cause it is now substantially under one 
regulatory authority—a legislative act 
which embodies the most unique and 
daring treatment of the rate of return 
ever attempted in state or federal 
legislation. 

This analysis is concerned with the 
cost of steam railway capital since the 
passage of the Transportation Act of 
1920. It is limited to the steam railway 
utility and to this particular period be- 
cause for this utility and for this period 
only are substantially all the facts avail- 
able and reasonably accurate. The cost 
of borrowed capital has always been 
recognized as an important point of 
reference for the determination of a 
fair rate of return, but it is obviously 
not reasonable to assume that the price 
of borrowed and secured capital is the 
same as the price of owned and un- 
secured capital. It is hoped further that 
no reader will find in this study any 
implication of the idea that the fair rate 
of return is the rate at which the indus- 
try can borrow capital. That there is a 
relationship seems clear. What the 
ratio of the price of borrowed capital 
is to the necessary price of total capital 





*EprrortaL Nore. See also the articles by Mr. 


Bickley and Mr. Dozier in this issue. 


is another problem, to which it is hoped 
that some contribution can be made 
later. 


Pertinent Provisions of the Trans- 
portation Act 


By the Transportation Act of 1920 
the Interstate Commerce Commission 
is authorized and directed to prescribe 
just and reasonable rates which “will, 
under honest, efficient, and economical 
management and reasonable expendi- 
ture for maintenance of way, structures, 
and equipment, earn an aggregate an- 
nual net railway operating income equal 
as nearly as may be to a fair return 
upon the aggregate value of the railway 
property of such carriers held for and 
used in the service of transportation.” 

This general statement of the doc- 
trine of a fair return upon the fair value 
is made more specific and definite in 
paragraph 3 of section 154. The Com- 
mission is ordered “from time to time 
to determine and make public what per- 
centage of such aggregate property 
value constitutes a fair return thereon 
and such percentage shall be uniform 
for all rate groups or territories which 
may be designated by the Commission.” 
Then follows another provision which 
implies full legislative recognition of 
the relationship between the rate of 
return and railway credit. This rela- 
tionship between the problem of attract- 
ing capital to the industry and the rate 
of payment for such capital is an inter- 
esting one and one which, although 
often expounded by the courts, is put 
into statutory form for the first time in 
this Act. In this Act, Congress orders 
the Commission to “give due considera- 
tion, among other things, to the trans- 
portation needs of the country and the 
necessity (under honest, efficient, and 
economical .management of existing 
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transportation facilities) of enlarging 
such facilities in order to provide the 
people of the United States with ade- 
quate transportation.” 

Certain of the more important pro- 
visions of the Act and policies of the 
Commission which relate to the problem 
may well be reviewed briefly. The pas- 
sage of the Transportation Act of 1920° 
is sufficiently significant to mark that 
date as the end of one period in the 
history of federal regulation of rail- 
ways and the beginning of another. 
This Act introduced into the scheme of 
federal regulation some radical depart- 
ures from previous law and policy. One 
student of the subject states that this 
Act amended in some respects nearly 
every section ofthe then existing Act to 
Regulate Commerce.‘ For the first time 
Congress provided, among other things, 
that the Interstate Commerce Commis- 
sion shall have the power to regulate 
the issuance of railroad securities and 
stated also a definite legislative rule of 
rate-making. Both of these provisions 
are of peculiar interest and importance 
in the study of public utility finance. 

The provisions for regulating secu- 
rity issues, and the incidental rules and 
regulations of the Interstate Commerce 
Commission in its application of the 
Act, have provided a body of informa- 
tion concerning railway financing pre- 
viously unavailable and, for the industry 
as a whole, unknown. The legislative 
rule of rate-making sets forth the 
basis for determining, within certain 
limits, the actual rate of return to be 
received by capital in the industry or 
such divisions of the industry as the 
Commission may make. The rate of 





*The Act was approved by the President and 
became law February 28, 1920, just one day before 
becoming effective. 

“Cunningham, W. J., American Railroads: Gov- 
ernment Control and Reconstruction Policies (Chi- 


return to be allowed capital in the rail- 
way industry is a matter of considerable 
importance in railway financing due to 
its bearing on the amount of capital 
which will be used to provide transpor- 
tation facilities and the price at which 
that amount will be available. 

The Act definitely fixed the fair rate 
of return for the first two years® at 
514%, giving the Interstate Commerce 
Commission the discretion, however, of 
adding not to exceed % of 1% to 
make provision for capital expenditures 
chargeable to the capital account. The 
rate increases granted in 1920 were 
intended to yield a return of 6%. On 
March 1, 1922,° the commission, exer- 
cising its discretion under the law, fixed 
5.759% as the fair rate of return.’ 

It is important in this connection to 
understand that the rate of return as 
fixed by the Commission does not apply 
to individual roads but only to such 
regional groupings as the Commission 
may have designated as desirable and 
necessary to carry out the Act. Thus 
the rate of return actually earned by 
any one road might be very different 
from the rate allowed to the carriers of 
the region as a whole or from that 
earned by other carriers in the same 
region, depending, first, upon whether 
the rates established for the region ac- 
tually resulted in the desired rate of 
return on the total value and, second, 
upon the relative efficiency and all other 
factors affecting the income of a par- 
ticular company. 

Further provisions of the Act were 
intended to limit this variation in the 
rate of return, at least when in the 
direction of a higher return. It was pro- 





cago, A. W. Shaw Company, 1922), p. 220. 
*From March 1, 1920, to March 1, 1922. 
*68 I. C. C. 676. 
"Under authority of paragraph 3 of section 15a. 
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vided that if a carrier earns in excess of 
6% on its property value, one-half of 
such excess is to be paid into a reserve 
fund maintained by the carrier, which 
may be drawn upon in years when earn- 
ings do not equal 6% for the purpose 
of paying rentals, interests, and regular 
dividends. After this fund equals 5% of 
the property value, the carrier’s portion 
of excess earnings may be used for any 
lawful purpose. But one-half of the ex- 
cess earnings over 6% shall be paid to 
the Commission, which is empowered to 
administer the contingent fund to be 
built up in this manner. Higher rates 
of return are thus possible, but it is 
interesting to note the number of com- 
panies reporting excess returns. Out of 
798 companies reporting to the Com- 
mission in the calendar year 1924, only 
22 reported excess income. In 1923, 
47 out of 874 reports showed excess 
income. The amount of such excess in- 
come reported was $6,830,374.87 in 
1923 and $1,182,221.97 in 1924. The 
Commission warns in its 39th Annual 
Report that the excess income reported 
was not computed upon values fixed by 
the Commission and that final adjust- 
ments.may show very different results. 
The bulk of the payments made by 
these carriers were made under protest, 
and, even though section 154 was up- 
held as constitutional by tiie Supreme 
Court,*® administration of this provision 
has been so difficult that no more defi- 
nite information than this is available 
on how many carriers are experiencing 
rates of return in excess of 6%. 


What Does Cost of Capital Mean? 


Several meanings are attached to the 
phrase ‘‘cost of capital,’ depending usu- 
ally upon which element in the total cost 





* Dayton-Goose Creek Case, 263 U.S. 456 (1924). 


is being emphasized. In a very re- 
stricted sense, the term “‘cost of capital” 
may be understood to mean merely the 
cost of hiring capital. Included in this 
are principally (1) the difference be- 
tween the price received by the company 
for the securities and the price at which 
the investment banker offers them to the 
investor, and (2) the expenses inci- 
dental to the financing absorbed directly 
by the company. The first of these ele- 
ments in the cost of hiring capital is 
accurately available for the financing of 
steam railways since May, 1920, and 
this is by far the more important ele- 
ment. The costs incidental to financing 
which are absorbed directly by the com- 
pany are relatively unimportant in most 
instances and, moreover, are not accu- 
rately known or ascertainable in their 
entirety. 

But the cost of hiring capital is only 
one part of the cost of capital. There 
remains the compensation for the use of 
capital, which is recognized in the form 
of current interest payments plus the 
proper deduction for that part of the 
discount which is postponed interest or 
minus the proper credits on account of 
premium received. The total cost of 
capital is the total of the cost of hiring 
plus the return in the form of current 
interest and amortization of discount. 

The net yield to the investor in rail- 
way securities is by far the more impor- 
tant of these two main elements in the 
cost of money, although the cost of hir- 
ing is, as we shall see later, of such sig- 
nificance that it cannot properly be 
disregarded. 


Average Net Yield to Investors 


The average yield on new railway 
security issues at the offering price to 
investors is the first important fact to 
obtain and the most easily and generally 
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obtainable. Several records of corporate 
financing give us the necessary infor- 
mation for computing this figure.° 

The average yield at market price on 





*The records of new security issues as compiled 
by the Commercial and Financial Chronicle have 
been found most acceptable and are used as the 
basis for this particular part of this study. 


new railway security issues is set forth 
by classes of securities for the years 
1919 to 1926 in detail in Table I. The 
volume of financing during the years 
1919 and 1920 was comparatively light, 
so that the number of issues used to 
make up the average is hardly satis- 
factory. Such issues as were made in 


TABLE I. WEIGHTED AND SIMPLE AVERAGE YIELD AT OFFERING PRICE OF NEW STEAM 
Raitway Security Issues, By Types oF SECURITIES, 1919-1926 


























ALL SECURITIES Bonpbs NOTES DEBENTURES CERTIFICATES 
Vere ane Quanvas Yield | Vield | Yield | Yield | vield | Yield | Vield | Yield | Yield | Yield 
Dollar thoue Dollar theue Dollar thous Dollar Inoue Dollar one 
Ue Ce 6.10 | §.91 | 6.10 | 5.91 | 6.26 | 6.20 |......]...... 5.67 | 5.68 
First Quarter.................04. 5.99 | 6.02 | 6.07 | 6.15 | 6.11 | 6.13 ]......)...... 5-73 | $-73 
Second Quarter.................. 6.19 | §.62 | §.31 | 5.28 | 6.43 | 6.31 |......]...... 5.68 | 5.59 
Third Quarter.................... Gta GIG Gab GatG bee os foes soc Pe os ace sPemencdloedancboeenss 
Fourth Quarter... ...............- 6.00: | 6.00 | 6:00) | G00) f. «.. 6c fi cc es chee cape cccecbacestccfe cscs 
The Year 1920......'....0..00cceees 6.93 | 6.94 | 6.92 | 6.80 | 6.93 | 7.07 | 7.00 | 7.00 | 6.92 | 6.93 
Miret Quaster........ ccc ec cece ees 6.73 | 6.69 | 6.87 | 6.70 |.... Jee ee dee ee fee ee ee 6.65 | 6.68 
Second Quarter.................. 6.95 | 7.01 | 6.60 | 6.60 | 7.00 | 7.00 |......]...... 7.01 | 7.06 
Third Quarter.................... 9.02 | 3-25 | 7-00 | 7.00: | FSO) P80. noche cccesfeceeecbeeeees 
Fourth Quarter.................. 6.94 | 6.86 | 7.00 | 7.00 ]......]...... 7.00 | 7.00 | 6.92 | 6.93 
The Year foal... 0 ose ce scence 6.42 | 6.05 | 6.61 | 6.06 | 7.60 | 7.50 | 6.14 | 6.14 | 6.06 | 6.01 
Wiret Giaactee.. 56... eee cen sce 6.62 | 6.68 | 6.58 | 6.58 |......J.. epee pee eee 6.74 | 6.71 
Second Quarter...............04. 6.82 | 6.72 | 6.81 | 6.41 | 7.60] 7.50 ]......]...... 6.73 | 6.70 
Third Quarter.................08. 6.15 | 6.00 | 6.37 | 6.11 |......]...... 6.65 | 6.65 | 5.86 | 5.96 
Fourth Quarter.................. 5.39 | 5-67 | §.37 | §.32 |.....-]...... §.13 | 5.13 | §.72 |] §.79 
Whe Vear:1920...... 6.0.0. 0.000.0e cee. 5.58 | §.63 | 5.72 | 5.82 | 5.24 | 5.34 ]...---]-- eee 5.42 | 5.58 
First Quarter. ................06- g.82 | §.83 | 5.95 | 5.87] 5.15 | 5.15 ]......]...... 5.70 | §.84 
Second Quarter.................. 5.39 | §.60 | 5.41 | 5.85 | 5.46] 5.44 ]......].----- 5-37 | 5.60 
Third Quarter..................4. GIS | S636, SFG SAE PorecncPeeesaahesssesbevss ae 5.08 | 5.15 
Fourth Quarter.................. §.82 | $-4G 1 6.06 | §.98 foc ccs Liccwschessscsbevevae 5.14 | §.19 
fi ee 5-37 | §-51 | §-39 | 5.52 | 5.75 | 5.62 | 5.13 | 5.68 | 5.34] 5.48 
Hriret Qurartee... 2.5 ieee eines ea es ee ee See re rer 5.17 | 5.28 
Second Quarter.................. 6:48} $68 Po .< os sdees ees 5-75 | §.56 | 5.38 | 6.02 | §.46 | 5.55 
Third Quarter.................... 5.27 5.48 CeCe Oe a RR pe een Perec §.32 | 5.51 
Fourth Quarter.................. 5.55 | §.67 | 5.65 | 5.72 | 5.75 | 5.75 | 5.00 | 5.00] 5.47 | 5.68 
The Yonr 1924. .........-.---ss000s §.18 | 5.24 | 5.39 | §-49 | 5.12 | 5.34] 4.94 | 4.94 | 4.89 | 5.03 
Fivet Quarter... . 22... 02 ccee coe §.31 | 5.38 | 5.43 | §.38 | 5.36 | §.32 ]......]....6- 5.10 | §.38 
Second Quarter...............+4. 5.45 | $.38 | §.76 | 5.69 | §.37 | §.37 |..----]e- eee 5.04 | §.13 
Third Quarter. ..........0....0005 4.94 | §.06 | 5.10 | 5.30 | 4.67 | 5.13 | 4.94 | 4.94 | 4.63 | 4.78 
Fourth Quarter................4. 5.00 | §.08 | 5.30 | 5.60 | 5.15 | 5.55 ].....-]...05- 4 4.65 
po CS Cy re §.25 | 5.24 | §.38 | 5.51 | 5.33 | 5.58 ]......]...06- 4.87 | 4.85 
Firat Quartet: ..... 5 ec ccsseccee §.27 | 5.42 | §.31 | §.51 | §.40] §.70|......]....-% 4-89 | 5.11 
Second Quarter................4. §.06. | 4.88 | §.2G)} S49 bs 2... Pocecccfeoscccfeceees 4-64 | 4.59 
Third Quarter.................0.. 5.53 | §.65 | 5.62 | 5.86 | 4.87 | 4.87 ]......]...... 5.20 | §.20 
Fourth Quarter.................. ee ee ee | eee eee eee Meare 5.20 | 4.86 
jee ne ee ae ame op me Herre) Meme peer Serre) reece 
First Quarter. ......5. 0205. csceces g.11 | §.12 | 5.26 | §.32 | §.00] §.00]......]...... 4-72 | 4.72 
Second Quarter.................. 4-69 | 4.85 | 4.80 | 5.10 | 4.83 | 4.80 ]......]...... 4-59 | 4.65 
Third Quarter... occ. csc cee ee CAO ae) a 8 ee ee Re) See Merry 4-64 | 4.7 
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1920 had to be sold to yield the investor 
an average of almost 7%, and it ap- 
peared to make little difference what 
class of security was issued. The aver- 
age yield per dollar of all securities 
issued was lower than the average yield 
per issue in every year except 1919, 
1921, and 1925, although in the last- 
mentioned year the figures are substan- 
tially the same. In periods when interest 
rates were not changing rapidly, one 
finds very little difference between the 
average yields per dollar and per issue. 
The average yield per dollar and per 
issue by years for all issues may be con- 
veniently summarized here. 


Year Yield per Dollar Yield per Issue 


1919 6.10% 5.91% 
1920 6.93 6.94 
1921 6.42 6.05 
1922 5.58 5.63 
1923 5-37 5-51 
1924 5.18 5.24 
1925 5-25 5-24 


During the first three quarters of 1926, 
average yields have fallen from the 
comparatively stable level of 1924 and 
1925 to 5.11%, 4.69%, and 5.08% per 
dollar, and 5.12%, 4.85%, and 5.18% 
per issue. 


Cost of Hiring Capital 


If we turn now to the other main ele- 
ment in cost of money, namely, the cost 
of hiring as measured by the difference 
between the price received by the com- 
pany and the price paid by the investor, 
the necessary data can be gathered from 
the returns of the railroad companies to 
the Interstate Commerce Commission. 
Under authority of the Act of 1920, the 
Interstate Commerce Commission re- 
quires from the company a return show- 
ing the amount of securities sold and the 
price or value of goods or services re- 
ceived. These returns on file in the 


Interstate Commerce Commission are 
the basis for the remainder of this 
study. ; 

In order to determine the amount of 
the differential between the price to the 
company and the price to the investor, 
all issues for cash not privately placed 
and in excess of $100,000 have been 
studied and arranged according to the 
character of security issued. Such a 
comparison of price to the company 
with price to the investor for railway 
bonds issued in the period from 1920 to 
1926 is given in Table II, for equip- 
ment trust certificates in Table III, and 
for miscellaneous securities in Table IV. 


Ways of Measuring the Cost of Hiring 
Capital 


Before proceeding further, it is neces- 
sary to consider briefly the various ways 
in which the cost of hiring capital can 
be expressed. Referring to Table II, 
there is listed in column (M) the par 
value of securities sold, in column (NV) 
the price in dollars received by the com- 
pany from the bankers. The ratio of 
the price received to par value is set 
forth in column (QO) as points or dollars 
per $100 of par value received. In 
column (X) is recorded the value at 
offering price to the investor in dollars, 
and in column (Y) the points or dollars 
per $100 of par value paid by the in- 
vestor. 

1. The crudest and most elementary 
way of expressing the fact that a dis- 
count on securities has been taken is to 
compare the price received by the com- 
pany with the par value. Thus, the sale 
of a security with par value of 100 at 
92 was at a discount of 8 points on the 
hundred. This is such an obvious con- 
fusion of postponed discount and cost 
of financing that it can be dismissed 
without further consideration. 











10 THE JOURNAL OF LAND & PUBLIC UTILITY ECONOMICS 


2. Equally confusing and meaning- 
less is the calculation of the ratio (Z) 
of the dollars difference between price 
to company and to investor and the par 
value or the points difference between 
the price per hundred dollars received 
by the company and par (100). 

The information in Table II consti- 
tutes the necessary basis for calculating 
the cost of financing in three other ways. 

3. By subtracting the average price 
per $100 received by the company (O) 
from the average price per hundred 
paid by the investor (Y), we find the 
average dollars per hundred difference 
(Y—O) received by the bankers in 
compensation for their services. This is 
a method of expressing the cost of 
financing that does not involve the error 
of including possible elements of post- 
poned interest. However, the significant 
limitation of this method of measure- 
ment is that it gives no weight to the 
amount of capital actually secured by 
the company. Thus, the cost of financ- 
ing would appear the same whether a 
bond was sold for 93 and brought the 
company 90 or was sold for 78 and 
brought the company 75; yet the cost 
of getting a million dollars in the second 
instance would be materially higher. 
The average difference between the 
price per $100 received by the company 
and the price per $100 paid by the in- 
vestor on bonds issued by railway com- 
panies during the period under review 
was 3.37- The same figure for equip- 
ment trust certificates was 2.15, and for 
miscellaneous securities, 1.66. 

4. The next thought in the search 
for a satisfactory method of expressing 
the cost of financing is that, if par value 
of securities sold is unsatisfactory, the 
actual value at offering price would 
seem to be a satisfactory substitute. 
Thus we may express the cost of financ- 
ing as the percentage relationship of the 


amount of difference between dollars 
received by the company and paid by 
the investor and the value at offering 
price. Thus()is the ratio of the bank- 
er’s share to the value of the issue or 
issues at the price at which the investor 
absorbed them. Thus, for the period 
under review, steam railway bonds were 
sold by bankers at a cost (Z) which, on 
the average for all available issues, rep- 
resented 3.472% of the price paid by 
the investor. A similar figure for equip- 
ment trust certificates is 2.171%, and 
for miscellaneous securities, 1.676%. 
This method of expression might be 
acceptable from the standpoint of the 
investor as showing the relationship of 
cost of marketing capital to his outlay, 
but it can hardly be considered repre- 
sentative of the significance of the cost 
of financing to the issuing company. 

5. A fifth method of measurement 
is suggested by the criticism just made 
of using (). Since it is the cost to the 
company with which we are concerned, 
is not the value of securities at the price 
received by the company the proper base 
to which to relate the banker’s compen- 
sation? This seems to meet the objec- 
tions which have been lodged against 
any of the previously suggested meth- 
ods. Thus (¥)is the percentage relation- 
ship of the difference in price to com- 
pany and to investor in dollars to the 
actual dollars received by the company 
for its securities. This ratio (5) was 
found to be 3.597 for bonds issued in 
the period 1920-1926. The same figure 
for equipment trust certificates is again 
lower, being 2.219 for the period. The 
figure for miscellaneous securities was 
1.704, 

The detailed changes quarter by 
quarter and year by year for bonds, 
equipment trust certificates, and mis- 
cellaneous securities are presented in 
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Tables II, III and IV. Without enter- 
ing upon a detailed analysis of each, it 
may be pointed out that with some ir- 
regularities the trend has been decidedly 
downward since 1920, and that this is 
in accord with what might have been 
expected when changing from a period 
of high and fluctuating interest rates, as 
during 1919, 1920, and 1921, to the 
lower levels of 1923, 1924, and 1925. 

At this juncture, and before proceed- 
ing to the study of further methods of 
measuring the cost of financing, some 
attention should be given to the lack of 
significance of particular percentage 
representations of the differential re- 


ceived by the banker. The existence of 
a differential between the price to the 
company and the price to the investor 
is not evidence that the investment 
banker made any profit nor indeed is it 
evidence that he did not even lose on the 
transaction, or that this particular issue 
paid its share of the expenses of all is- 
sues handled by that banker during a 
given period. The range of these vari- 
ous expressions of the cost of financing 
with respect to bond issues during 1925 
is set forth in Table V. The difference 
between the price per hundred to the 
company and the investor (Y—O) 
ranged from 1.67 to 7.00. The aver- 


TABLE V. CoMPARISON OF Price TO COMPANY AND PRICE TO INVESTOR OF STEAM RAILWAY 
Bonps IssuED DuRING THE YEAR 1925* 
(Arrayed according to per cent yield at price received by company) 














Per CENT DIFFERENCE IN PRICE TO COMPANY AND TO INVESTOR 
ToTAL Yame bi a 
Pam Vaau Maturity RECEIVED BY Per at Zt Per Cent 
ComPANY Hundred H x N Yield 
$ 6,425,500 29% 4-73 2.50 2.747 2.825 .18 
16,908,000 po pa <a 2.601 2.671 .16 
6,000,000 19 4.98 1.75 1.950 1.989 17 
7,094,000 374 5.15 2.50 2.500 2.564 15 
5,598,000 20 5.16 2.50 2.488 2.51 .20 
26,000,000 50 5.23 3.00 3.030 3.125 17 
8,136,000 13 5.23 1.67 1.678 1.707 .18 
7,500,000 3634 5.27 2.50 2.551 2.618 15 
40,000,000 35 5.31 3.00 3.061 3-158 18 
45,000,000 25 5.37 3.00 3.061 3-158 23 
250,000 35% 5.43 3.25 3.662 3.801 23 
1,500,000 2844 5.45 2.50 2. 2.674 .18 
15,000,000 49 5.49 3.00 3.1 270 19 
1,700,000 36% 5.58 5.75 5-943 -319 38 
100,000 36% 5.58 5.75 5.943 6.319 -38 
35752,000 29 5.71 2.50 2.513 2.577 .18 
981,000 29 5.71 2.25 2.439 2.500 .18 
9,575,000 49% 5.74 3.00 3.030 3.125 .19 
4,000,000 254 5.75 3.00 3.008 3.101 23 
eenene 37 5.92 3.25 3-351 3-467 = 
500,000 50 5.94 3.00 3.12 3. ‘ 
434,000 27% 6.01 4.00 4.469 4.678 26 
3,000,000 25 6.10 3.00 3.371 3.488 25 
25,000,000 go ° 6.24 3.00 3.008 3.101 -22 
10,000,000 193% 6.71 2.50 2.639 2.710 24 
25,000,000 10 6.77 4.00 4.061 4-233 57 
750,000 20 6.93 7.00 7.216 7.778 .68 























* An issue of $23,000,000 reported during the second quarter has been omitted. The issue was sold direct to the customers 
and no cost of financing was reported. An issue of $100,000 reported during the fourth quarter is also omitted since no maturity 
and no yield to company are reported. All issues during the year 1925, for which all the information necessary was available, were 


used here. 


t Z represents the difference in price to company and to investor, expressed in dollars. X represents the total value at offering 


price, expressed in dollars. 


%Z represents the difference in price to company and to investor, expressed in dollars. N represents the total price received 


by company, expressed in dollars. 
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age for this year was 2.95 (see Table 
II). The ratio of the difference be- 
tween price to company and investor, to 
the value at offering price (%) ranged 
from 1.678 to 7.216, with an average 
of 3.044 for the same period, and the 
ratio (%) of difference in price to in- 
vestor and company to price received 
by the company ranged from 1.707 to 
7.778, with an average for the year of 
3.140. Study of the facts presented in 
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Table V will show some degree of cor- 
relation between the yield, at price re- 
ceived by company, and the amount of 
financing cost expressed in the various 
ways. Numerous exceptions are evi- 
dent, and it is recognized that the size 
of the issue is an affecting factor. Ref.- 
erence to the left-hand column of Table 
V will bear this out. There are, of 
course, other factors affecting the risk 
and expense of marketing such securi- 


TaBLE VI. AVERAGE YIELD AT PricE TO CoMPANY COMPARED WITH AVERAGE YIELD AT 
OFFERING Price oF STEAM RaiLway Bonp IssvuEs, 1920*—1926 














Per Cent YIELD Per CENT YIELD 
AT PRICE TO AT PRICE TO DIFFERENCE 
NUMBER CoMPANY INVESTOR IN YIELD 
YEAR AND QUARTER ow VALUE OF 
" NVOLVEDT IssuES 
Per Per Per Per Per Per 
Issue Dollar Issue Dollar Issue Dollar 

The Year 1920*........... $ 25,000,000 I 7.50 7.50 7.00 7.00 50 50 
Third Quarter........... 25,000,000 1 7.50 7.50 7.00 7.00 .50 .50 
PRU TTA MR NERNIE 05653 Foveasacas cite aie o:5rere] 56: 410:6:5'05 | voce a1s erate asvavecovnecalf ove sun e-<cesa pes cnece/oracaue Uevorrerovera lietar ecarerstate 

The Year 1921 ............. 342,229,000 II 6.63 7.25 6.34 6.75 29 .50 
First Quarter........... 75,000,000 2 7.00 7.00 6.58 6.58 32 32 
Second Quarter......... 8,000,000 2 6.34 6.51 6.07 6.30 27 .21 
Third Quarter.......... 248,000,000 3 7.18 7.42 6.74 6.86 44 56 
Fourth Quarter......... 11,229,000 4 6.18 5.85 6.05 5.62 .13 23 

The Year 1922............ 304,782,800 6.13 5.94 5.87 5.68 .26 26 
First Quarter........... 132,157,000 10 6.00 6.07 5.76 5.81 24 26 
Second Quarter......... 110,474,000 8 6.27 5.84 6.02 5.58 25 26 
Third Quarter........... 34,955,300 4 6.30 5.53 6.14 5.33 16 20 
Fourth Quarter......... 27,196,500 6 6.04 6.26 : 5.66 5.85 .38 4! 

‘ 

The Year 1923............ 156,051,000 21 5.85 5.53 5.69 $239 16 .16 
First Quarter........... 25,959,000 7 5.81 5.44 5.77 5.33 04 I 
Second Quarter.........| 23,447,000 2 5.00 5.04 4.87 4.90 13 14 
Third Quarter........... 19,095,000 4 6.35 5.41 6.07 5.26 28 15 
Fourth Quarter......... 87,550,000 8 5.86 $.71 5.64 5.53 22 18 

The Year 1924............ 431,252,000 41 5.69 5.61 5.44 5.38 25 23 
First Quarter........... 71,800,000 10 5.65 5.74 5.39 5.46 .26 .28 
Second Quarter.........| 150,649,000 14 5.99 5.99 5.67 5.72 32 27 
Third Quarter........... 119,800,000 8 5.40 5.27 5.19 5.06 .21 21 
Fourth Quarter......... 89,003,000 9 5.51 5.34 5.33 5.16 .18 18 

The Year 1925............ 299,095,500 28 5.66 5.62 5-43 5.39 23 23 
First Quarter........... 37,692,000 5 5.70 |" 5.7: 5.46 5.58 24 21 
Second Quarter......... 136,502,500 12 5.66 | 5. ss 5.43 §.31 23 .20 
Third Quarter...........] 72,544,000 4 5.19 |* 5.2% 5.02 5.04 17 .18 
Fourth Quarter......... $2,357,000 7 5.90 6.35 5.63 5.96 .27 39 

ln 0 lS en PP ener] Pr Gar Onn Mmanemnrn nmr ar, Snetn ore ern cc Annan ee 
First Quarter........... 49,489,000 | 5.65 5.48 5.38 5.28 27 20 
Second Quarter......... 44,672,000 7 5.41 5.00 5.26 4.86 15 14 





























* Beginning with May, 1920, the date of first applications under the Esch-Cummins Act. 

t Only those issues for which both the cost to the company and yield to the investor were ascertainable could be used for 
this comparison. 
total of 317. 


This represents 88.5% of the total par value of all authorizations of $100,000 or over, or 145 issues out of a 
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ties and many of these, no doubt, could 
be shown to account for the cases of 
wide var.ation. Recognition will be 
given some of these other factors in- 
fluencing the cost of financing in the 
latter portion of this study. 

That the underwriting and distribut- 
ing of steam railway securities did not 
take place without loss to those en- 
gaged in the banking business is evi- 
denced by the records showing cases 
where the price to the investor was 


equal to or below the price received by 
the company. These instances obviously 
would have so distorted results that 
they were omitted from the averages. 
Six cases were recorded in which equip- 
ment trust certificates were sold to in- 
vestors at less than the price received by 
the company. Two of these were in 
1921, a year of violent interest changes, 
two in the year 1922, and one each in 
the years 1924 and 1925. The total 
nominal loss to the bankers for the is- 


TaB_e VII. AveraGE YIELD AT PricE TO ComMPANY COMPARED WITH AVERAGE YIELD AT 
OFFERING PRICE OF STEAM RAILway EQuipMENT TRusT CERTIFICATES, 1920*—1926 












































Peer PRICE TO | ar Paice to” | DIFFERENCE 
NUMBER CoMPANY IN YIELD 
YEAR AND QUARTER . ‘AR VALUE OF 
NVOLVEDT IssuES 
Per Per Per Per Per Per 
Issue Dollar Issue Dollar Issue Dollar 
The Year 1920*........... $ 15,007,000 3 7.25 7.30 6.76 6.74 49 56 
(IGLOS en (eee eae renee CCMnn “eretueee iden eer| he ached Mees el peu 
Fourth Quarter......... 15,007,000 3 7.25 7.30 6.76 6.74 49 56 
The Year 1921 ............ 32,265,600 II 6.79 6.74 6.69 6.66 10 .08 
First Quarter........... 21,081,000 5 6.78 6.92 6.67 6.61 II 31 
Second Quarter......... 10,884,600 5 6.56 6.36 6.65 6.75 | +.09 | +.39 
Third Quarter........... 300,000 I 8.00 8.00 7.00 7.00 1.00 1.00 
ONISO DR CHIACOOE oso 5 oc fesse ewe nacre mnapewdet cio Otel usereciephanews oc baete ca cobey Goes baweu swadimee cece, 
The Year 1922............] 97,909,000 22 5.73 5.67 §.39 §.33 34 34 
First Quarter........... 600,000 I 7.01 7.01 6.60 6.60 .41 4l 
Second Quarter......... 17,685,000 3 5.86 5.87 5.46 5.50 .40 37 
Third Quarter...........| 55,040,000 8 5.62 5.64 §.32 5.31 .30 33 
Fourth Quarter......... 24,584,000 fe) 5.66 6.57 5.30 5.22 -36 35 
The Year 1923............ 273,198,000 44 5.84 5.74 5.43 5.34 41 .40 
First Quarter........... 44;995,000 8 5.38 5.33 5.09 5.05 29 .28 
Second Quarter......... 133,173,000 19 5.84 5.75 5.46 5.38 38 37 
Third Quarter.......... 25,815,000 7 5.81 5.75 5.42 5.36 39 -39 
Fourth Quarter......... 69,215,000 10 6.24 5.97 5.63 5.50 61 47 
The Year 1924............ 207,346,000 34 5.47 5.27 5.02 4-94 45 33 
First Quarter........... 31,108,000 8 5.77 5.42 5.34 $.12 43 30 
Second Quarter......... 71,490,000 6 5.93 5.42 5.23 5.07 -7O 35 
Third Quarter...........] 49,710,000 9 5.30 §.17 4-90 4.84 40 -33 
Fourth Quarter......... 55,038,000 II 5.15 5.09 4.78 4-75 37 -34 
The Year 1925............ 110,305,000 25 5.16 §.11 4.86 4.80 30 31 
First Quarter........... 30,475,000 10 5.19 5.19 4-91 4.86 .28 33 
Second Quarter......... 37,074,000 8 5.03 §.03 4.66 4-71 37 32 
Third Quarter........... 25,161,000 3 5.15 5.16 4.88 4.89 .27 27 
Fourth Quarter......... 16,995,000 4 5.38 5.09 5.00 4.80 .38 29 
PS Oe nnn renee eee Cremer) MMi rere re Core rtt| (rete eer 
First Quarter........... 29,205,000 6 5.02 §.01 4-72 4-73 jo 28 
Second Quarter......... 47,467,000 6 4.92 4.91 4.69 4.67 23 24 





* Beginning with May, 1920, the date of the first applications under the Esch-Cummins Act. 
t Only those issues for which both the cost to the company and yield to the investor were ascertainable could be used for 
this comparison. This represents 86.7% of the total par value of all authorizations of $100,000 or more, and 151 out of a total 


of 222 such issues. 
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sues was $388,964.60, but obviously 
their real loss was more than this by 
the expenses they incurred. Similarly, 
8 issues of bonds were ‘offered to inves- 
tors at a price equal to or below the 
price received by the company, but with 
a nominal loss of only $19,250. One of 
these cases occurred in 1921, two in 
1922, two in 1923, one in 1924, and 
two in 1925. The total par value of 
trust certificates and bonds involved in 
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cases of this character was $39,210,000. 
It may then properly be pointed out 
again that the difference between the 
price to company and to investor may 
be equal to, more than, or less than the 
expenses of the banker, and that the 
existence of a differential in favor of 
the banker does not assure a gain, or an 
even break. Over a period the gains 
and losses must balance out to give a 
fair profit, and, therefore, the average 


Tasie VIII. AvERAGE YIELD AT PricE TO COMPANY COMPARED WITH AVERAGE YIELD AT 
OFFERING Price OF MIscELLANEOUS SECURITY IssuES OF STEAM RAILWAys, 1920*-1926 




















NUMBER 
YEAR AND QUARTER os VALUE OF 
NVOLVEDt IssuES 
DRE ACREAQIO® oaissi:n 86 snre | oles os Sosins ws eapen worsen 
PTAA RRR Rs aia ae:6- 50:60 |e ore seo rele-aiciesia elon eats 
Fourth Quarter. ........[...scsecseccscfeccscees 
The Year 1921............ $ 2,000,000 I 
ee TE, Geen ieee) (ane: 
Second Quarter......... 2,000,000 I 
MUD AR DIRIGO «5 asincesual iiahduesmesicderlleneiteier 
Roure Quarter... os 0 csc|ocsiee cic cose ocafene sce 
CUES CCO SS CC) es! aan amen Pree (nena enter 
NSP EEN 5. 5:5 i. naib f wraarinnnias-austete vacate | taatsioterssale 
Send URI. o:5 ois5s occ eeesierre cate raha ances 
UNS ARTOOT 6565. ie-eis sols aceascane aco sisiee fucose oe 
etic) Co. -| ——ae (-eecrres Mnee nee 
The Year 1923............ 19,600,000 4 
First Quarter........... 1,000,000 I 
Second Quarter......... 8,600,000 
PREC OUERELON 5.55. -sis soo Us isis terorete asnisieral| biace erate 
Fourth Quarter......... 10,000,000 1 
The Year 1924............ 48,350,000 9 
First Quarter........... ,000,000 I 
Second Quarter......... 7,800,000 2 
Third Quarter...........] 34,150,000 5 
Fourth Quarter. ......... 400,000 1 
The Year 1925............ 1,000,000 1 
oo) CL Ar Fane nema rs eenerc 
eee Oe. SEE HREOC OC) ame 
Third Quarter........... 1,000,000 I 
EITC MOUINENEE 6 555 -5505:0'4,5 fois cio sinces vices «Ssiermrers 
MURR DRG © iaivio sos ica okG ae oe aan 
BSEOE MARGIE 555 '<ikis 0 6 4's 05:0 s;0i0i0;e alsromisie Loiniers ejsters 
Second Quarter......... 6,000,000 I 





Pe” | Seat? | Damme 
CoMPANY 4 INVESTOR IN YIELD 

Per Per Per Per Per Per 
Issue Dollar Issue Dollar Issue Dollar 
7-39 7-39 7.00 7-00 +39 39 
7-39 7-39 7.00 7-00 -39 39 
6.32 6.44 5.93 5.77 .60 67 
6.00 6.00 6.00 B00) hip dn cones 
6.41 | 6.49 | 5.57 | 5.76 .84 73 
6.43 | 6.43 | 5.75 | 5-75 .68 68 
6.26 6.12 5.29 5.26 97 .86 
6.63 6.63 5.40 5.40 1.23 1.23 
6.6: 6.77 5.43 5.52 1.18 1.25 
5.92 5.87 5.11 5.17 81 7O 
6.91 6.91 5.80 5.80 1.11 1.11 
7.40 7.40 6.20 6.20 1.20 1.20 
oe Pere eer eee see 
"5.40 | §.40 | 4.86 | 4.86 | .54 54 




















* Beginning with May, 1920, the date of the first applications under the Esch-Cummins Act. 


t Only those issues for which both the cost to the company and yield to the investor were ascertainable could be used for 
this comparison. This represents 53.48% of the total par value of all miscellaneous authorizations of $100,000 or more, or only 


16 out of 117 issues of miscellaneous securities. 
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differentials for this period may be as- 
sumed to be fairly representative. For 
the period as a whole, the cases men- 
tioned will not materially affect the 
averages, but inclusion in the figures for 
quarter years would distort the results. 
What the significance of the cost of 
financing is in the total cost of capital 
depends finally also upon the frequency 
of refinancing or, in other words, upon 
the length of time for which capital is 


hired. The intrusion of the time factor 
into the problem in one way very much 
complicates the process and yet, through 
the equalization of discount on account 
of a low certificate rate of interest and 
equalization of maturity, some of the 
difficulties of every other method of ex- 
pressing the cost of financing are over- 
come. To include this time factor an- 
other method of measuring cost of cap- 
ital is suggested. 


Taste IX. AVERAGE YIELD AT PricE TO CoMPANY OF ALL STEAM RAILWAY SECURITY 
IssuES, 1920*—1926 
































Per Cent YIELD 
AT Price TO COMPANY 
Par VALUE NUMBER OF 
YEAR AND QUARTER INVOLVEDt IssuES 
Per Per 
Issue Dollar 
NPNG MOAR TOQ6S o.oo. ccs ca pees cniwctnwes $ 54,543,000 14 7.02 7.29 
TRIORIBECE I oo 50s Soe ticcoice scenes sae ter 29,631,000 3 6.50 7.27 
Mourel Quarter: ..... ....6sevecvccecseesses _ 245912,000 II 7.16 7.31 
US COS Co | a rr 418,494,009 60 6.83 7.21 
WRAEGE CRAMRCOT oe. 55. 50.50/00. 010.015, se. screineneseters 106,107,509 26 6.84 6.96 
Second Quarter 26,968,500 14 6.78 6.44 
Third Quarter................. 270,191,000 12 7.22 7.46 
Fourth Quarter 15,227,000 8 6.27 5.90 
TWN VOROGGO ie 6 ooc ss cokes tnt eeedoeaccines 438,895,604 88 6.02 5.86 
First Quarter.............. se 146,149,800 23 6.11 6.03 
Second Quarter ae 134,999,000 18 6.16 5.86 
ELT Oa ee er aera 104,491,304 26 5.99 5.58 
Fourth Quarter. ........ 00sec scesesceses $35255,§00 a1 5.84 5.93 
TWYRRMORD LOI oie sci cls cde cwne scot eenwnens $41,815,631 Icg 5.90 5.61 
RL ERMARATIR ES ooo co. oa aera dial warns wie teeees 76,429,000 22 5.58 5.39 
Second Quarter... 0. c cscs ecccsnccsccee 233,142,996 32 5.79 5.51 
MNO OUASEEE. 6. oa. cence secs bcscascceesen 59:453,424 22 5.99 5.56 
BOUGt QUASER 655560 oss ecw secscse sai 172,790,211 33 6.14 5.87 
enero e 720,895,793 135 5.80 5.54 
ERT CHIME COB So. 65.6:5. 6,5 oe, 00:5 ;0 9'8'0/ in Sine eaceoers 111,018,039 31 6.03 5.70 
Second Quarter............cscceceeececees 241,631,254 37 6.01 5.82 
TEMPE QURCHET... wos ccc see sc cnccncesencens 218,176,000 35 5.51 5.59 
PIS 65 05.06 See seccserteseencas 150,070,500 32 5.63 5.27 
gO Cea $20,087,740 156 5.52 5.45. 
WiFAt QUGrtel occ cece e cc eennsees a4 80,272,700 38 5.66 5.43 
SOCONGIQUATEE 6.6.0.0 cose tice nse ne iene 222,707,500 44 5.61 5.49 
AUG ORIAMCEEs «oon ccacine ess oeesinisicee sees 127,501,219 37 5.46 $.11 
Our Quarter co.cc. ic cose cecnenslessees 89,606,321 37 5.34 5.82 
CC ON i een ere nen mre LR pre rrr creer eRtT (CURL Ce CRE 

PCR OQRIRNOP oo 5 6. ci cicv0.s6.c Co vid So mane us onus 112,671,500 36 5.54 5.31 
CN cn cv re beni wdued snes koenens 135,376,950 47 5.35 5.01 








© Beginning with May, 1930, the date of the first applications under the Esch-Cummins Act. 


t Includes all bond, equipment trust, and miscellaneous security issues on which yield at cost to company was available. 


Eight issues out of the total number are not recorded 
not recorded because an exchange of securities took place. 


here because such information was not available. Three bond issues are 
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Interest Yield to Maturity as Method 
of Measuring Cost of Capital 


6. In this final method of measuring 
and expressing the cost of financing, the 
procedure is to compute the interest 
yield per dollar to maturity at the price 
received by the company and again in 
the same manner at the price paid by 
the investor. Thus, the average inter- 
est yield for all bond issues during the 
year 1922 at the price to the company 
was 5.94% per dollar and 6.13% per 
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issue. The average interest yield at 
price to the investor for this same year 
was per issue 5.87% and per dollar 
5.68%. Subtracting the yield to matu- 
rity at the price to the company from 
the yield to maturity at price to investor, 
we find the difference to be .26% per 
issue and the same on the per dollar 
basis in this year (1922). 

By this method of measurement, the 
average cost of financing by bonds for 
the period since the passage of the 
Transportation Act was .23% per issue 


TABLE X. AVERAGE YIELD AT PricE TO CoMPANY ON NEw STEAM Ralitway Bonp Issuzs, 














1920*—1926 
Averag 
Vear and Quarter ~~ Bik = N onal of 
Price to Company 

MONE NRE © 66.5 .aisiosdivcs 35 dea eng selena enaenmale $ 35,719,500 7.34 5 
BUENA RIDER 55) 5.065. 4454-0 995.59, cage heea « wine a een 28,631,000 7.31 2 
FOuranQuatter.. .... 6.5.5. cece ees a cdawsee coven £7,088, 500 7.47 3 
MRRP OE eee soils sinned gaee@acemesnwrsteni 350,944,400 © 7.23 go 
ROE MONIT 2255 orcs saan Sew ol anacegeieualavervieeigavele on toles 78,173,500 6.97 10 
SERINE DET «on es 24 oi ce one's 5,010 site e e:eias one's re 12,398,900 6.42 6 
MU MMRINOT 5.55 ois de wdnd oss ale cee aom awaarls 248,645,000 7.41 7 
HGPRT MMOET 6 one. o sos Sees erase eee aes ees 11,727,000 5.88 7 
CUS COTO i hn ee ae ere ey 317,582,600 5.92 49 
First Quarter............... 134,736,800 6.05 18 
Second Quarter 113,463,000 5.84 11 
Third Quarter................ 42,076,300 5.49 12 
Fourth Quarter 27,306,500 6.26 8 
OS ae ae eae ere en Array 223,895,300 5.38 38 
RPE MOENRR SLs... 9d aiidcecastrpeveen Grete ave canon ctenele 28,656,000 5.42 10 
DORM PURE OE 5 5 asa cb a iece as sierea tag. cisie owe eaieiere vic 83,230,000 5.01 5 
CL Ca a ene ene ere re 22,213,500 5.40 10 
OS ee ee es epee AP eI 89,795,800 5.69 13 
SE a eat rr se er 447,084,800 5.61 70 
NEM oo) 5. dasa aan meas eee 733640,300 5.74 17 
IIE NEMIREE So. oo s5.5. 620! gasses csisiate a ase cams Seas 155,785,000 5.96 20 
MITT UEIE 5 05255565 655 05. Sais s see Od vee. w een eS 124,777,000 5.26 17 
RRM ININI 65oo 515.0 Sd 0 idea tite Ded, iste 92,882,500 5.37 16 
oe iwnsiedicaetisaietecneneneee 333,621,845 5.60 83 
hii dei 06 evinces ido e Kae 39:431,700 5.81 22 
I ois a o0-b vo esncu here aceeenneeeen 155,188,500 §.52 27 
MU IMIIINIEN oo. 6 oacccostos ccqssnen andreas aeons 82,164,400 5.19 15 
UREN MINUS 5.5.5.5, 0.0 0° Sr oe.ainse serstars so alcrieiewtelorele 56,837,245 6.27 19 

II obo aassccccscsives sacivegnins cee fe sn Couegeeene seneeesenenesedee ss gaan steeuaeenn ens 
Pee MB RT 655555 5:6:6-4 56 «ss o/bcaioneis Winiein/ aie savarorels nieietela 71,989,000 5.45 17 
ee CO eee eC 62,942,300 5.05 16 














* Beginning with May, 1920, the date of the first applications under the Esch-Cummins Act. 
t Eight issues out of the total number are not included here because no age: - price received by company was available 
im the case of five such issues, while in three cases an exchange of securities took place. 
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and .28% per dollar. Thus .28% per 
dollar per year is the cost of hiring the 
average dollar in the years 1920 to 1926 
through issuance of bonds. 

Using this method in the case of the 
issuance of equipment trust certificates, 
we find the cost of hiring for the period 
to be .37% per issue and .33% per dol- 
lar per year. The results of the applica- 
tion of all the other methods of mea- 
suring the cost of financing showed that 
the cost for equipment trust certificates 
was lower than for bonds. If the cost is 
expressed as so much more interest over 


the period to maturity, which period is 
on the average a shorter time for the 
trust certificates than for the bonds, the 
cost of hiring capital on that basis is 
.0§% per year higher than on bonds. 
Miscellaneous securities, which always 
held the lowest position when any other 
method was applied, now are the high- 
est because of the corrective effect of 
taking into account the period for which 
capital is hired. The cost for miscel- 
laneous securities was .83% per issue 
and .78% per dollar. 

The variation in the cost of hiring 


TABLE XI. AVERAGE YIELD AT PricE TO CoMPANY ON NEw STEAM RAILWAY EQUIPMENT 


Trust CERTIFICATE 


IssuEs, 1920*—1926 











Average 
Year and Quarter — —_, ag ond of 
Price to Company 
TREAD LOGO oe oo 5c.cecsics cvaninctacaredensaeseas $ 15,777,000 7.28 4 
MN GUIANEE. cow c ci cceiere oe yaveses js sie scotep ei Moe Srsrve ater ate a itr ers Rema ous Selereteren eek ac Pea ao ae ct eee ag 
CINE INONAGREOT 5 «5.554 o'in sdcg:ceeinirinslesiccole aes sense 15,777,000 7.28 4 
IBA MC AMIGO es 6 oS is s/o o.helerasios etc eruadadaoweds 40,741,600 6.76 17 
EA PONEREEO occ sco cin: ci anyseisyosesciacdip sso eislmsiioretsase kare 27,131,000 6.94 8 
SCRA NI RECO I 3 o5.5 0.5 cei ojorsie si asein cise Sevomstnters  slovhg 12,564,600 6.31 6 
DTS OOM ee ae eee RR err rrr 1,046,000 7.35 3 
Pet OS i ener r renner core rire ere ccrerreret Coreen) (re eterece tet er 
MED MP AMI OR ea six Sales aw cd hacia vecinwdnedsnags 121,236,000 5.71 37 
RAIN AREER 5.2 62a \ alec staiorexvintelors; Solna ene Smee ae 11,413,000 5.83 5 
SACOUCONIRMOR: 65s o.56 occ cs nee cceotcensaansaes 21,536,000 5.99 7 
STN MON S35 oc. 5'a, oa oissin c's oaeiorcd alo re eeeiqueces 62,338,000 5.64 12 
Ons GNINEROES «5 3s x.s sw sus'swincie vdewoeeasiceeies 25,949,000 5.58 13 
lies Wem os gies d a sais, ctw ewsldnasiencquress 295,718,000 5.72 $7 
First Quarter... .... 6.22 csceees 46,748,000 5.34 10 
Second Quarter 140,260,000 5.74 22 
TS 0 Fo a a enn rere oor tee cet c 375235,000 5.65 II 
Fourth Quarter 71,475,000 6:00 14 
Lh CEOS CT eee ACE A Cre ace 223,095,000 §.27 38 
RA RONEN a 55a coe ncsrays vss, sheila Slopered giclee OS 31,108,000 5.42 8 
MPSIMRINECOL 5.0 5c aa's acs. sso rsidis cigieis. ti sisle sleee sacar 77,735,000 5.42 9 
fun) 000 ae ee mee nmr ene hen crcrerare $9,214,000 5.18 10 
CIRM ONUMEDII <5 5.055 5.4.6. c'scinlelcin cnioh cca eieiacru mens 55,038,000 5.09 II 
SINNMEEDIOR oe 36.5.5 sc osails coisa idsiorsaresigesseneea 145,867,076 5.04 46 
NMIOIAROR eas ohne os egivinasedoddecavendens 40,818,000 5.07 14 
SIE MOMIBEIBE So. 5. ois o 6 cc orn oe ciswesniccstenents 40,269,000 5.03 10 
SMTRURMIMREEDS 650 a cansiesoy non eee deceteusacs 32,561,000 5.03 7. 
CNET ONNANEES ooo. 5s oo sisiss le so seis dereewieiieese 32,219,076 5.01 15 
rrr rrr rrr: rerrr rrr rr ert errr rrr rrr: torr ro. 
MiPAMOMEMEAE 2.3. cote s erric.e ssw cc's sivaes nedecataasens 33,300,000 5.02 be 
Seeond Chiatter. .o.06566 cece cec dete nceneesees 61,369,000 4-91 10 














© Beginning with May, 1920, the date of the first applications under the Esch-Cummins Act. . 
t Two issues out of the total number are not included here because no records of price received by company were available. 
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capital by issuance of bonds when ex- 
pressed as interest cost per year per is- 
sue is also material. Thus, in the right- 
hand column of Table V there are re- 
corded the differences in interest yield 
on all bond issues during the year 1925 
for which the information was available. 
They range from .18% to .68%, with 
an average for the year of .23%. 

The market selling price was not 
available for a considerable number of 
issues of all classes. Many smaller is- 
sues are privately placed; thus all the 
information that is available on these 
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issues is the price the company received 
and thus the yield at the price to the 
company, but not the yield at the price 
to the investor. Tables VI, VII, and 
VIII report the facts for the more lim- 
ited number of issues for which both 
prices are available. In Tables IX, X, 
XI, and XII are presented the facts as 
to the average yield at the price to the 
company, namely, the total cost of cap- 
ital in terms of interest per dollar (and 
per issue in Table IX) per year. Here, 
with the exception of 8 cases, all issues 
in excess of $100,000 par value are used. 


TasLe XII. AveraGE YIELD AT Prick TO ComMPANY ON NEw MISCELLANEOUS SECURITY 
IssuES OF STEAM RAILWAYS, 1920*—1926 

















Par Val vied Number of 
im 
Year and Quarter Soldt Dollar at ‘loones 
Price to Company 
Ce ane ee reer $ 3,046,500 7.01 5 
MERU RRNNOE So 600 66:5 <:0ib.:9 45010565 ove 1050 0016 :4.6) 10618558 1,000,000 6.00 1 
ee ee ee ne. 2,046,500 7.01 4 
MORRROOS 636. c8 dos oobi ocsnunceccinsee smote 26,808,009 7.64 13 
EIN 55 soo seas s wise avarers aiwianele oie wre aidie soaks 13,009 6.33 8 
EI OE 5.:sse)0:4 oxes0r0'e:ete-cspisioiers nioiorsieiereie sieicis 2,005,000 7.39 2 
I IN INNE OE cs 5:0-0's aisle carese,aybie-oinis'e.oclateseieieis's sleraiele 20,500,000 8.00 2 
POE MRIN OE oo 5 cis os ass orasansiela sors eaewicessbies 3,500,000 6.00 I 
I rood asia ca saw tipamseewinmasaeee 77,004 6.00 2 
LO Re ere en mee ERA a na MhAGn.| amen arnnr caoreonntecne rnc 
ae Tn | | MAAN AMET «| AANA Ona Inns cCoocodEocecdod: 
RNR 6. as dscs ce ps ew orkioraiacrsigna Biote wialslo alot 77,004 6.00 2 
Fo SS ee ne reece an oaas: WaccecoancacuoeL leconoenaccat ead cocennonourtansc 
RR ois ste c ai dia ee Gsiemealone oes Glo ehowlen 22,202,332 6.45 14 
I 35s satay aes aiele ws Sie eae aeisnieaenios 1,025,000 6.00 2 
EMIT 856.6% 51 5.0.'a oo. 4 sina gioco eGeeeeeer 9,652,997 6.43 5 
IMR 5.5.53) 5 raisin Asien s:a'syove aio awieosiewe sellers 4:9 8.00 I 
PE ARBRE 5 oo io oo ooh vie sie sie ei eo owistelenieie sere 11,519,411 6 .42 6 
NII 55 64,65 vin w/a sso vivieveeivielbcclaratelgrnretalgiciens 50,715,993 6.11 27 
RIE 6 650s 5-0 wa 5y5,0 ie o see aesle usw 6,2 739 6.66 6 
INIT 5.05.4 ga r9:ei0:6 uis-areivsuelsietelselsina «5406 8,111,254 6.79 8 
UE NIIINE, 570:5:6/scisios'0' wis lose Gibiays sin elaleis winianc S)sia2 34,185,000 5.87 8 
NINE 5-66 6 sci sen c:6:4 we Slee) diore wraiearaisiorseiere 2,150,000 5.67 5 
Ne oak ins ew iinssie et casaktinencete ones 17,598,819 5.18 26 
NIUE 5 on 5:50 o00lb 0:< bia eraretarsi sie stevie crewions 23,000 6.00 2 
Be MMEMIINNINE 5 56)5)a\ ois en's ois (sieieereseGeeainiasies clears 4;250,000 6.14 6 
MRRP Sos cis sine b's'e0 eiessieiaseeaw io oasieioe siete 12,775,819 4.83 15 
MNEs 655 6 5:655'6, 5196 0005:5.0 0301019 ow luieincccwiciwiere $50,000 5.82 3 
rrr rrr: Srerr rr errr Terr rrr Tr tre 
RESO re or eo ene nda: 7;382,500 5.20 8 
DET PE Oo OS 11,065,650 5.3! a1 








© Beginning with May, 1920, the date of the first applications under the Esch-Cummins Act. ; 
¢ One issue out of the total number is not included here because no record of price received by company was available. 
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The results are similar to those secured 
with the limited sample, but slightly 
higher yields obtain on the average. 
The average total cost per dollar per 
year for all classes of securities was 
5.82%; for bonds only, 5.87%; for 
equipment trust certificates, 5.50% ; and 
for miscellaneous securities, 6.24%. 

In Table XIII there is presented a 
summary of the more important ratios 
and percentage costs for the period as 
a whole by classes of securities. 


Comparison of Cost of Capital with 
Earned Returns 


In conclusion, and returning to the 
problem presented in the introduction 
to this study, we may compare the facts 
(Table XIV) of the cost of capital, as 
herein determined and set forth, with 
the rate at which capital has been com- 
pensated during the same period under 
the operation of the Transportation Act 
of 1920. 

The annual reports of the Interstate 
Commerce Commission set forth the re- 
sults in summary fashion. The return on 
investment for operating steam rail- 
ways, excluding switching and terminal 
companies, for the years 1919 to 1926 
is reported to be: 


1919 2.35% 
1920 .06 
1921 2.96 
1922 3-74 
1923 4.56 
1924 4-44 
1925 5.01 


If the true value of the railways 
proves to be anywhere near, if not ex- 
ceeding, the investment figure of the 
companies, it would seem that the rate 
of return for the industry as a whole is 
below that necessarily paid as the total 
average price of new borrowed capital. 
Upon the stock of the same operating 
railways the net income represented, 
naturally, a somewhat higher rate. For 
the years 1919-1926 the ratio of net 
income to stock was: 


1919 5.59% 
1920 5-45 
1921 3-94 
1922 4.85 
1923 6.95 
1924 6.74 
1925 8.20 


In the 6-year period the average re- 
turn on the average dollar of capital in 
the steam railway industry was 3.37%, 
and the average total cost of newly bor- 
rowed capital per dollar per year on all 
classes of new securities was 5.82%, 


Tasie XIII. Summary oF Cost oF FINANCING ExprEssED IN VARIOUS Ways, BY YEARS 
AND FOR THE PERIOD 1920-1926* 















































UIPMENT TRUST 
ALL CLassEst Bonps Sees oe MISCELLANEOUSSECURITIES 
YEAR Yield Yield i 
2 |Z | dit 2 | Z | pir z|z \¥ee zz |e 
(¥-0)| “X N | fer- ||(¥-O)} “XX | “NW | fer- ||(¥-0)) “X N | fer- ||(¥-0)) X N | ter- 
ence ence ence ence 
Ree 3.66] 3.657] 3.796) .52 |] 3.47 3.470 3-594] .5SO |] 3.98] 3.067] 4.232] .56 |]....-].eeceefeceesclecees 
192I.......-- 4-38] 4.507] 4.720) .47 || 4.54] 4.080] 4.910) .50 || 2.44] 2.442] 2.503] .08 || 2.68] 2.779] 2.858] .39 
errr 3.24] 3.339) 3.458 +29 || 3.55] 3.689] 3.830] .26 |} 2.20] 2.231] 2.282] .34 |]....efececccfeccccelecece 
, 2.54] 2.591] 2. +32 || 2.65] 2.743] 2.821] .16 ||} 2.55] 2.583] 2.652) .40 |] 1.51] 1.521] 2.545] .67 
1924......-- 2.67| 2.726] 2.802] .30 || 3.16] 3.258] 3.368] .23 |] 1.86] 4.877] 1.912] .33 || 1.71] 1.712] 1.742 
RE 2.61] 2.680 3.754 +24 || 2.95] 3.044] 3.140] .23 || 1.75] 1.763] 1.795) .31 || 4.75] 4.797] $.040] 1.20 
1926f....... 2.16] 2.197] 2.246] .21 || 2.74] 2.802) 2.883] .17 |] 4.54] 1.560] 1.585] .25 || 1.00] 1.007] £.017] .5 
1920-1926...| 2.96] 3.028] 3.123] .31 || 3.37] 3.472] 3.597] .28 |] 2.25] 2.172] 2.219] .33 || 1.66] 1.676] 1.704) .7; 



































* From May, 1920, to June, 1926. 
¢ On the per dollar basis throughout. 
2 First six months only. 
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and on bonds, 5.87%. In these last two 
figures the cost of hiring capital ac- 
counted for .31% per dollar per year 
for all classes of new securities, and 
.28% per dollar per year for bonds. 
The significance of such computa- 
tions of the cost of different forms of 
financing becomes more apparent when 
the emphasis in rate regulation is shifted 
from the rate base to the rate of re- 
turn. An essential factor in determining 
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the rates of return necessary to attract 
and hold capital in the industry is the 
relative cost of different ways of getting 
necessary capital. Such information is 
also needed if it is desired to establish 
differential rates of return as induce- 
ments to economy in financing. It is sub- 
mitted that the method outlined above 
(conveniently called the “interest yield 
to maturity” method) will best serve 
the purposes of such investigations. 


TABLE XIV. ComMPaARISON OF TOTAL Cost oF CAPITAL WITH RATIO OF OPERATING INCOME 
TO INVESTMENT AND Net INCOME TO STocK OF OPERATING STEAM RAILWAY COMPANIES 











Cost or CaPITAL SECURED BY ISSUANCE OF:* Return Earnept 
Year 

ip. " On On 

Sicurttion Bonds go Ring otatlins Investment Stock 

BDO ios 58s Sisisis ve Sale Sonar 7.29 7.34 7.28 7.01 .06 5.45 

BURG co. as 56 4% eisai narwiowsis eesti 7.21 7.23 6.76 7.64 2.96 3-94 

RED no 5osicts orstsre aise mir sioswector nner 5.86 5.92 5.71 6.00 3-7. 85 

ROMA cota onic een nsiaaaknenee 5.61 5.38 5.72 6.45 4-5 95 

"PT Reece tee Ea ney mee erry 5.54 5.61 5.27 6.11 4-44 6.74 

EEE hier spiicce ues wee 5.45 5.60 5.04 5.18 5.01 8.20 
“ERE SEP ERE AGEN ROA © 5.15 $.27 4-95 LR a ARBeOen cree caer: 

P RNB IO 5 50s opis oo scion dee eiecurene 5.82 5.87 5.50 6.24 3-37 5.99 























© The broader base of all securities issued, whether Soo to investor is available or not, is and can be used here. The basis 


of this summary compares with that of Tables IX, X, and 


XII. 


t By all operating steam railways, excluding switching and terminal companies. 
$ First six months only. 
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THE DEVELOPMENT OF PUBLIC LAND 
POLICY IN AUSTRALIA 


By WILLIAM H. WYNNE 


Australian land policy was outlined 

down to 1884, the year which 
marked the repeal of the Free Selection 
Act. The disappointing results of the 
act, it was shown, were attributable, in 
the last analysis, less to wide-spread 
chicanery and lax administration than to 
climatic and economic causes; drought 
and the lack of markets or facilities for 
marketing were obstacles to the ad- 
vance of closer settlement more formid- 
able than the squatter, obstacles which 
land laws, however liberal, could do lit- 
tle to overcome. These conditions were 
present in all the colonies, but they 
were most severe in New South Wales, 
with the consequence that, while agri- 
culture had made substantial progress 
in Victoria and South Australia, the 
mother colony still remained virtually 
one great sheep-run. In the past 40 
years, though, the monopoly of wool has 
been broken; cultivation has been stead- 
ily advanced in New South Wales as 
well as in other states, and a diversity 
of rural industries promoted. Such 
progress is attributable largely to the 
fact that economic and scientific devel- 
opments have enabled the farmer to 
extend his operations into drier regions, 
to cheapen and improve his methods of 
production, and to sell his produce in 
a world market. It is desirable to give 
a brief account of these developments, 
for they have determined in no small 
degree the character, as well as the re- 


[° the previous article’ the history of 





* JOURNAL OF LAND & PUBLIC UTILITY ECONOMICS, 
Vol. II, No. 4, October, 1926, p. 446. 


sults, of the land policies of the period. 


Factors Influencing the Growth of 
Cultivation 


The progress of cultivation since 
1890 is shown in Table 1. Wheat is by 
far the principal crop. Of the total area 
under cultivation in 1922, 59.02% 
(9.76 million acres) was sown with 
wheat for grain, while of the remaining 
area a considerable portion was devoted 
to wheat which was cut green and used 
for fodder. The expansion of wheat 
farming has been most marked in New 
South Wales, where, between 1890 and 
1922, the wheat (for grain) acreage in- 
creased from 333,000 to 2,942,000 
acres, but West Australia also made 
rapid strides in wheat production, and 
some authorities believe that in time 
that state may wrest the leadership 
from its eastern rivals. 

The extension of railways is one of 
the fundamental factors which has made 
possible the development of wheat- 
growing in the past and on which prog- 
ress for the future is still largely de- 
pendent. In this respect, railway devel- 
opment has meant more to New South 
Wales than to Victoria and South Aus- 
tralia, for in the latter colonies the wheat 
areas lay close to the seaboard and 
were easily accessible from it, whereas 
in the older colony they were cut off 
from Sydney by the coastal range. Rail- 
way construction across this mountain- 
ous region involved great difficulties for 
the engineer and entailed a heavy bur- 
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den of expense upon a scantily peopled 
country. Consequently progress was 
slow, and it was not until 1876 that the 
railway reached Bathurst (145 miles 
from Sydney). Once the mountain bar- 
rier was crossed, however, it became 
possible to extend lines with much great- 
er rapidity across the table-land and the 
fertile and gentle western slopes into the 
rich plains of Riverina, thus providing 
transport facilities for the chief wheat- 
growing areas in the state—indeed in 
the Commonwealth. 

The westward advance of the wheat 
farmer is checked by the diminishing 
rainfall, but scientific methods of culti- 
vation are enabling him steadily to en- 
croach on semiarid country once thought 
useless except for grazing land. He has 
learned from America the practice of 
dry farming; he has hearkened to ad- 
visers who urged the adoption of im- 
proved crop rotations and the use of 
artificial manures—especially superphos- 
phates; and he has been ready to use 
the labor-saving machinery which in- 
genious inventors have devised, and the 
drought and disease-resisting wheats 
which expert seed breeders have 
evolved. Wheat can now be grown 
profitably where the rainfall during the 
growing season is as low as 10 inches, 
and it is estimated that it will be possi- 
ble ultimately to increase the wheat 
acreage in New South Wales to 8 times 
its present amount and to bring about 
at least a fivefold expansion in the Com- 
monwealth as a whole. 


The growth of the dairying industry 
was long retarded by the difficulties of 
manufacturing and handling perishable 
products in a warm climate. Refrigera- 
tion has solved the problem and turned 
the industry from one supplying merely 
local needs to one with an extensive ex- 
port trade. Dairying is now an impor- 
tant pursuit in many irrigation districts, 
while many graziers whose holdings lie 
near towns in the interior are turning 
their attention to dairying, which they 
carry on in conjunction with agriculture 
and sheep-raising. The industry flour- 
ishes chiefly, however, in the moist, 
coastal districts, and in these areas re- 
frigeration has done more to promote 
closer settlement than any land laws. 
Refrigeration has also proved a great 
boon to the orchardist, whom it has en- 
abled to build up a large and remuner- 
ative export trade — especially in ap- 
ples. It has also exercised a profound 
influence upon the pastoral industry, for 
it has enabled the Australian stockman 
to market meat, as well as wool and 
hides, abroad. 

The extension of irrigation works is 
another factor which is contributing to 
the diversification of rural industries 
and making possible close, permanent 
settlement on the land. The possibili- 
ties of expansion are, however, by no 
means unlimited. About 36% of the 
continent lies beyond the _ 10-inch 
isohyetal, and over most of this area 
irrigation is impracticable, so that it is 
likely to remain forever unfit for any- 


Taste I. AreA UNDER Crop, 1890—-1922* 
(In thousands of acres) 











Year South Wales Victoria Queensland |South Australia} West Australia Tasmania Total 
1890 853 2,032 225 2,093 70 157 54430 
1922 4,694 4,863 835 39575 2,275 299 16,544 




















* Commonwealth Year-Book, No. 17 (1924), p. 674. 
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thing except an attenuated pastoral oc- 
cupation. In the southeast, where 
practically all the scanty rivers of the 
continent lie, there are, within the 10- 
inch line, vast tracts of semiarid land. 
But even of this only a small proportion 
can ever be brought within the range of 
irrigation; the greater part can be 
slowly reclaimed only through the prac- 
tice and improvement of dry-farming 
methods. Nevertheless, the territory 
which is practicably irrigable and which, 
in consequence, may be made to support 
eventually a closely settled rural popula- 
tion engaged in market gardening, fruit- 
growing, mixed or dairy farming, com- 
prises several million acres. But 
irrigation is costly, and, with the bur- 
den of public debt already heavy, it 
must of necessity proceed slowly. 

As he has moved into the interior, 
the pastoralist, as well as the agricul- 
turist, has had to face the problem of 
supplementing the scanty and capricious 
rainfall. In regions where there is lit- 
tle surface water, dams and tanks have 
been constructed on every run, while 
the government has made similar pro- 
vision for water conservation along the 
stock-traveling routes. But evaporation 
is rapid, and these reserves are likely 
to give out just when they are most 
needed. Over large areas, however, the 
position of the pastoralist has been 
made more secure through the discov- 
ery and tapping of vast supplies of 
artesian water. The great artesian 
basin, the largest in the continent, em- 
braces an area of 600,000 square miles, 
of which 376,000 are in Queensland, 
covering more than half the total area 
of that state, 118,000 in South Austra- 
lia, and 80,000 in New South Wales.? 
In addition, artesian basins have been 
discovered in the Murray River region, 
extending over portions of the afore- 
mentioned states, and also in West 


Australia. Watering by artesian bores 
has greatly increased the carrying 
capacity of large areas and “has made 
comparatively small pastoral holdings 
practicable in country previously con- 
fined almost entirely to the operations 
of companies holding immense areas.’”* 
In West Australia it has even made pos- 
sible the extension of pastoral settle- 
ment into regions regarded formerly as 
merely a useless desert. It is doubtful 
whether it will ever be possible to util- 
ize artesian water to any extent for 
irrigation, as the supply is not only 
insufficient for the purpose, but it is 
also alkaline—and therefore unsuitable 
—and the process of neutralization is 
far too costly to apply on a commercial 
scale. 


Principles of Recent Land Legislation 


While the scientist and the engineer 
have done much to make possible the 
profitable occupation and utilization of 
a wide extent of territory, the legis- 
lator has multiplied laws and regula- 
tions to promote the settlement on the 
land of a large and flourishing popula- 
tion. In most of the states the land acts 
have now, happily, been consolidated, 
but a consolidated land act is no slight 
brochure. That of New South Wales 
(1913), which repealed in whole or in 
part 36 statutes, comprises—apart from 
numerous supplementary regulations— 
342 clauses, and the Victorian act is 
only one-third shorter. There are today 
in New South Wales 26 ways, and in 
Victoria 14, in which Crown lands may 
be purchased or leased. Numerous as 
these tenures are, it is doubtful whether 
any one is really superfluous; they have 





?The remaining 25,000 square miles are in the 
Northern Territory. Commonwealth Year-Book. 
No. 17, p. 867. 

* Ibid., p. 869. 
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been evolved to check abuses, to pro- 
vide for new needs, or to furnish added 
inducements to attract settlers. 

The guiding aim of land reformers 
during the past 40 years has been to 
promote closer settlement in suitable 
areas and to avoid in the process need- 
less injury to the pastoral industry. Be- 
fore land is thrown open for settlement, 
it is now, as far as possible, surveyed 
and classified according to its situation, 
the climate of the district, the quality 
of the soil, and the purpose for which 
it is best fitted. This classification 
largely determines the form of tenure 
under which land may be held, the area 
of the holding, the price to be paid, and 
the conditions to be fulfilled by the set- 
tler. Such a classification, if it is to 
serve its purpose, must necessarily be 
flexible, for dry farming, irrigation, and 
the extension of railways are steadily 
making possible the profitable occupa- 
tion of large areas of land once thought 
fit only for grazing. 

Governments no longer attempt to 
wrest land from the monopolistic grasp 
of the squatter by the crude and inefhi- 
cient weapon of indiscriminate free 
selection. The far more satisfactory 
method adopted under the New South 
Wales Land Act of 1884 (a method 
adopted to some extent in Queensland 
16 years earlier) makes that statute a 
landmark in the agrarian history ‘of 
Australia, and it is desirable to indicate 
the main features of the measure. Un- 
der it the colony was divided by lines 
running north and south into three ter- 
ritorial divisions, denominated respec- 
tively the Eastern Division, the Central, 





“Raised subsequently to 1,280 acres. 

* This “rule of thumb” bisection of leaseholds was 
replaced in 1895 by a more flexible policy. Hence- 
forth the squatter was to be allowed to retain his 
run under pastoral lease, and land was to be re- 
sumed from it only as it was required for settle- 


ment. 


and the Western. The runholder was 
obliged to divide his holding into two 
portions, designating one a leasehold 
area and the other a resumed area. The 
former was re-leased to him, according 
as the run lay in the Eastern or in the 
Central Division, for a term of 5 or of 
10 years; the latter alone was kept open 
for selection in maximum areas of 640‘ 
and 2,560 acres in these respective divi- 
sions, the squatter being allowed to 
occupy it meanwhile on annual license.° 

The Western Division is the region 
most subject to prolonged droughts, and 
there, the authors of the act realized, 
except where irrigation works were 
constructed, very little land was likely 
to be devoted to agricultural pursuits. 
The leasehold halves of runs in the 
division were therefore re-leased to 
squatters for 15 years, and in subse- 
quent acts this term was extended, first 
to 21 years, then to 28 years, and finally 
(in 1901) to the year 1943. Although 
it was patently impossible to establish 
a farming population on the resumed 
areas, it was believed that a class of 
small graziers could be successfully set- 
tled; and to this end, in lieu of condi- 
tional purchases,* homestead leases 
were offered (under the Act of 1884) 
in areas of 5,760 to 10,240 acres, for 
a term of 15 years. These leases, like 
the pastoral leases, were extended 
eventually to 1943. 

The basic principles of the New 
South Wales Act are now embodied in 
the land legislation of all the states. 
All aim to avoid a conflict between pas- 
toralist and selector by resuming parts 
of runs before throwing them open to 





*A conditional purchase is a form of tenure “in 
which the issue of the grant is made after the ful- 
filment of certain conditions as to residence or 
improvements, or both, in addition to the payment 
of the purchase-money, which is usually paid in 
instalments.” Commonwealth Year-Book, No. 17, 


p. 152. 
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selection, and all grant the pastoral 
lessee a tenure of the remainder of his 
run secure enough to encourage him to 
improve it to the best of his capacity. 
The position of the conditional pur- 
chaser in the various states has been 
affected since 1884 by a number of acts. 
By them a settler who found that his 
selection, although of the statutory max- 
imum area, was too small to afford him 
a living has been enabled to obtain sufh- 
cient additional land to make up what 
is termed a “home maintenance area,” 
this being defined as an area “which, 
when used for the purposes for which 
it is reasonably fitted, would be suff- 
cient for the maintenance in average 
seasons and circumstances of an aver- 
age family.” For the rest, the main 
purpose of these measures has been to 
lighten the financial demands made 
upon the conditional purchaser by the 
state, but at the same time to require 
from him the erection of some perma- 
nent improvements and a lengthy period 
of residence, in order to insure, as far 
as possible, that he will benefit the com- 
munity by making a reasonable effort 
to render his holding wealth-producing. 
Although there has been no return 
to the original free grant system, the 
success of a land policy is no longer 
measured, as in the Wakefield period, 
by the revenue derived from Crown 
lands. As the public estate has dwin- 
dled, an expanding population has been 
steadily proceeding with the economic 
development of the continent, and fresh 
sources of revenue have become avail- 
able. As a consequence, in shaping poli- 
cies for the disposition of the remaining 
Crown lands, legislatures are now 
actuated by a single purpose—that of 
encouraging and facilitating permanent 
settlement on the land. Auction sales 
have been reduced to a minimum, and it 
is now accepted as a fundamental prin- 


ciple that Crown land fit at present only 
for grazing should merely be leased, 
and not alienated. 


The Perpetual Lease 


But while governments are wisely re- 
fusing to alienate to the pastoralist land 
which may some day be utilizable by the 
agriculturist, it has for many years been 
a leading political question in most of 
the states whether they should continue 
to alienate even agricultural land to the 
small settler, or whether, instead, they 
should grant him, too, only a leasehold 
tenure. Supporters of leasehold cite 
John Stuart Mill in their favor, but 
draw their main inspiration from Henry 
George. The state, they contend, by 
leasing, instead of selling its lands, will 
gain in two ways: (1) By periodically 
re-appraising capital values it will be 
able to secure for itself a share of the 
“unearned increment”; (2) by demand- 
ing from the lessee in possession ‘‘per- 
petual residence’”—or, more precisely, 
residence for several months each year 
—it will be able to insure that home- 
steads will be permanently occupied as 
such instead of passing into the maw of 
a big estate. The lessee also will ben- 
efit, they argue, for he, being no longer 
obliged to purchase the land, will be 
able to reserve his capital for the im- 
provement and development of his hold- 
ing. His lease, moreover, will be almost 
as good to him as a freehold, for it will 
be transferable by sale or otherwise. 

Advocates of freehold declare that 
the unearned increment, as far as rural 
land at least is concerned, is in large 
measure due to the energy and enter- 
prise of the farmer himself; moreover, 
they assert, the probability of an 
increase in the value of his holding con- 
stitutes a powerful inducement to face 
the hardships and uncertainties of life 
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on the land. They maintain further 
that the desire to possess a freehold 
home is deep-rooted in the instincts of 
the human race, and that the man who 
knows that his property is his very own 
has a greater feeling of security than a 
lessee and makes a better and more con- 
tented settler. They admit that lease- 
hold offers the settler certain monetary 


advantages, but, they contend, these are © 


not great, for the terms of payment im- 
posed upon the conditional purchaser 
have been made very easy. Finally, 
they point out, there attaches to lease- 
hold the immediate disadvantage that 
it is viewed askance by financial houses; 
it is much easier to mortgage freehold 
property and thus borrow money for its 
development, and though state schemes 
of “advances to settlers” have been in- 
stituted they are not adequate to offset 
the disadvantage as borrowers under 
which leaseholders labor. , 

South Australia introduced the per- 
petual leasehold in 1888, and Victoria 
and New South Wales followed suit a 
few years later. But in each case the 
principle was applied only to a limited 
extent, the freehold conditional pur- 
chase remaining available to settlers 
pari passu. These showed a marked 
preference for freehold, and in New 
South Wales an act was passed by the 
Liberals in 1908 conferring on those 
who had taken up perpetual leaseholds 
the right to convert them at will into 
freehold tenures. In 1912 the Labor 
Government then in office withdrew this 
privilege, but in 1917 it was again re- 
stored by a Liberal administration. 
Queensland, however, is experimenting 
with the perpetual leasehold in bolder 
fashion than her neighbors, for at the 
time it was introduced there (1918), 
all further alienation was prohibited. 
Possibly, now that a freehold tenure 
is no longer obtainable, settlers may be- 


come accustomed to the leasehold form 
and remain contented with it. This 
state has permanently alienated only 
one-eighth of her land, and there is just 
a possibility that the growing body of 
leaseholders may demand, not the free- 
hold, but the rescission of existing free- 
holds, thus establishing the Utopia of 
the land nationalizer. However, those 
who desire such a consummation can 
draw little encouragement from such 
evidence as history affords. 

But while governments, in recent 
years, have been zealously reshaping the 
terms and conditions under which set- 
tlers may acquire Crown lands, they 
have unfortunately had little good land 
left to offer, for by 1890 the greater 
part of the land most suitable for closer 
settlement had been alienated and aggre- 
gated into large freehold estates. In 
the face of this situation, legislation has 
been enacted providing for the repur- 
chase of land from private owners, 
while land taxes have been imposed to 
hasten the disintegration of big hold- 
ings. It is necessary to outline what has 
been accomplished by each policy. 


Land Resumption and Closer Settlement 


Queensland was the first state to pass 
a Repurchase Act (1894), but was soon 
followed by West Australia (1896), 
South Australia (1897), Victoria 
(1898), and New South Wales (1901). 
Each of these acts merely authorized 
the government to purchase land from 
private holders by mutual agreement; 
none of them provided that the owner 
could be compelled to sell. The Queens- 
land act was the only one which worked 
with any great success; under the others, 
few purchases were made, either be- 
cause the price asked was too high, or 
because the properties submitted for 
sale were unsuitable for closer settle- 
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ment. The failure was most complete in 
New South Wales where, by 1904, al- 
though 29 estates had been offered for 
sale to the government, not a single 
purchase was made. As a consequence, 
in that year, statutory power of com- 
pulsory resumption was given. A 
board was set up to recommend land 
suitable for closer settlement, and the 
administration was empowered—sub- 
ject to the approval of Parliament—to 
purchase the land by agreement with the 
owner, or, failing agreement, to resume 
it compulsorily at a fair valuation. A 
similar power has since been granted by 
legislation in all the other states except 
South and West Australia. 

Land thus acquired is subdivided into 
farms of suitable size and sold to ap- 
proved applicants on conditional pur- 
chase tenure, with payments spread over 
at least 30 years, a term of residence 
and the erection of improvements being 
required. Table II shows the total areas 
acquired and allotted in each state for 
closer settlement up to June 30, 1923. 
Thus 4 million acres have been acquired, 
at an average price of approximately 
£4 an acre. Nearly the whole of this 
land has been allotted to settlers, the 
holdings into which it has been cut up 
numbering 14,253 and averaging 270 
acres each in area. 

In addition, over 6 million acres in 


the Commonwealth have been acquired 
from private owners and set apart, in 
connection with repatriation activities, 
solely for the settlement of returned 
soldiers. To this area 17% million 
acres of Crown lands have been added, 
and, of the aggregate, over 2214 mil- 
lion acres have been subdivided and 
allotted in 23,058 farms.’ 

Contrary to what was anticipated, 
the compulsory powers have seldom 
been used. As land values have in- 
creased, landowners have been eager to 
realize a handsome profit over the £1 
an acre for which they originally ac- 
quired their freeholds, and so have 
offered an abundance of land to the 
government. But high prices imply a 
heavy financial burden, for which rea- 
son the progress of resumption has nec- 
essarily been slow; and progress has 
been the slower because the very fact 
that the government is the purchaser 
increases the sale price, while each re- 
sumption tends to force up the price of 
future purchases. The government has 
been obliged to recoup itself by the 
prices charged to settlers, and these 





*Op. cit., p. 198. In all the states, it may be 
noted, rural credit schemes are in operation, pro- 
viding for the loan of money to settlers to enable 
them to erect buildings and effect other improve- 
ments on their holdings, The advances made by 
the six states up to June 30, 1923, totaled 
£85,882,884 (ibid., p. 207). 














Taste II. Data on LAND ACQUIRED AND ALLOTTED FOR CLOSER SETTLEMENT, TO 
JUNE 30, 1923* 
New South West 
South Wales} Victoria Queensland} Australia Australia Tasmania Total 
Area acquired—acres....| 1,342,600 | 737,900 | 785,300 | 729,100 51,800 100,700 | 4,147,400 
Total purchase price. .... £5,679,000 £5,299,000 £1,955,100 £2,419,600 451,600 £365,200 £16,169,500 
Average price per acre...| £4-5-0 7 2-1-0 £3-6-0 £1 £3-12-0 | £3-18-0 
Number of farms allotted.| 3,040 4,758 2,398 2,948 808 303 14,255 
Area allotted—acres..... 1,335,300 | 624,200 | 762,000 | 692,300 | 355,700 81,600 | 3,851,100 
Average acreage allotted 
per settler............ 439 131 318 235 440 269 270 
Cost of land resumption 
per settler............ £1,866 £917 £652 £775 £440 £887 £1,053 


























* Commonwealth Year-Book, No. 17, p. 186. 
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have sometimes been so high that only 
a highly skilled man favored by good 
seasons could hope to succeed. But 
many men with poor qualifications have 
been allotted farms, and among this 
group especially failures have been nu- 
merous. 

It is possible that economic forces 
have done as much as government ac- 
tion to bring about subdivision. Own- 
ers of large estates which have become 
valuable for agricultural purposes have 
sold or leased portions to settlers di- 
rectly, or have cut up suitable parts into 
small holdings and let these to farmers 
on shares. Under this system, the land- 
owner generally supplies the stock, seed, 
and implements, and the tenant the 
labor, the former taking from one-half 
to two-thirds of the produce. Com- 
petent farm laborers willing to work 
for wages are scarce and this arrange- 
ment affords the landowner a satisfac- 
tory alternative means of getting his 
land put to its best use. The share 
farmer, for his part, secures a better 
return and greater independence than 
he could as a hired man; he can keep 
what little capital he may have, and, if 
he is able, add to it until he is in a posi- 
tion to buy a holding of his own. New 
South Wales is the only state for which 
statistics showing the extent of share 
farming are available. In this state, in 
1922, 3,970 share farmers had under 
cultivation 956,000 acres,® of which 
about one-quarter was devoted to dairy- 
ing and practically all the rest to wheat- 
growing. 


Taste III, ALIENATION OF LARGE EstTATES, 1910 














Number Size (in acres) Area (in acres) 
Wt over 500 10,175,000 
382 20,001 to 50,000 11,335,000 
659 10,001 to 20,000 9,085,000 

1,152 30,595,000 








Land Taxation® 


Taxation of the unimproved value of 
Australian land began in South Austra- 
lia in 1884; New South Wales followed 
in 1895, West Australia in 1907, and 
Queensland in 1915, while in 1910 the 
Commonwealth Parliament imposed a 
federal land tax. The need for addi- 
tional revenue provided the occasion 
and the excuse for the imposition of 
state land taxes, but the various state 
governments had also ulterior motives 
—to break up big estates, especially 
those belonging to absentees, and to 
force idle or under-utilized land into 
better use. Fiscally, the state land taxes 
have proved relatively unimportant. 

In 1910 there were in the Common- 
wealth (Queensland excluded) 1,152 
large estates, alienated or in process of 
alienation, as shown in Table III. At 
that time the total number of holdings 
of I acre or over was 210,000, com- 
prising an area of 107,100,000 acres. 
Thus % of 1% of the total number of 
owners had in their hands 29% of the 
alienated area, and many of the big 
freeholders held large leasehold areas 
also. Though the number of holdings 
of 10,000 to 50,000 acres had steadily 
increased, yet between 1890 and 1910 
the number of estates of over 50,000 
acres had diminished. But the opinion 
was widely held that disintegration was 
proceeding too slowly, and it was pri- 
marily to hasten the process that in 
1910 a federal land tax was passed. 
The tax was made progressive on all 
residents’ estates worth over £5,000 
unimproved value, and on all land 
owned by absentees, the rate for the 
latter being higher. 





* New South Wales Year-Book, 1923, p. 473. 

*The brief account of land taxation here given 
is based upon an article by Professor H. Heaton in 
the Quarterly Journal of Economics, May, 1925. 
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Contemporaneously with the land 
tax, economic forces as well as the gov- 
ernment policy of land resumption have 
been inducing the subdivision of large 
estates, and it is practically impossible 
to determine the precise effect exercised 
by the land tax alone. Professor 
Heaton, however, after a careful analy- 
sis of the Reports of the Federal Com- 
missioner of Taxation, reached the fol- 
lowing conclusions :*° 

1. The imposition of the tax led, 
especially in the early years, to a redis- 
tribution of land, especially of large 
holdings, but much of this distribution 
was nominal rather than real, being ef- 
fected mainly in order to evade the tax. 

2. Pastoralists sold valuable land in 
order to reduce the taxable value of 
their holdings and to a small extent 
bought back inferior land for pasture. 

3. Apart from companies containing 
absentee shareholders, the menace of 
the overseas landowner had been exag- 
gerated, for in 1910 only 127 absentees 
owned lands worth more than £20,000 
unimproved value. 

4. “In New South Wales, the chief 
home of very large holdings, the num- 
ber of estates of over 50,000 acres 
dropped rapidly from 99 in 1910 to 84 
in 1912 ,and then fell steadily to 71 in 
1920. There were 267 estates of be- 
tween 20,000 and 50,000 acres in New 
South Wales in 1911, and the number 
had grown from 202 in 1910. By 1914 
there were only 235, and in 1920 only 
229. In Victoria the last holding of 
Over 50,000 acres disappeared soon 
after 1912, and the number of estates 
between 10,000 and 50,000 acres fell 
from 173 in 1910 to 152 in 1919. In 
South Australia there was a similar fal] 
from 76 to 54.” 

5. It is probably true that there are 





* Loc. cit. 


now very few really big estates which 
are capable of subdivision for wheat or 
mixed farming. 


Urban Concentration 


In 1921, of the Commonwealth pop- 
ulation of 5.44 million, 3.38 million, 
or 62.1%, were urban dwellers; 2.39 
million, or 43.1%, were concentrated 
in the six capital cities, while two of 
these—Sydney and Melbourne—alone 
contained more than 30% of the total 
population of the continent. The urban 
congestion which these facts illustrate 
is universally regarded as the most un- 
satisfactory feature of land settlement 
in Australia. Bad land legislation in 
earlier years is commonly held to be the 
main cause of this state of affairs, but a 
share of the blame is also laid upon 
protection, while a further partial ex- 
planation is found in the contrast be- 
tween the comforts and social amenities 
which city people enjoy, and the hard- 
ship, isolation, and dulness of life in the 
country. These political and social fac- 
tors are responsible for the situation, 
however, to only a very limited extent; 
the fundamental causes of the numer- 
ical disproportion between the popula- 
tion of the country and that of the 
capital cities are geographical and in- 
dustrial. Nature has placed the fertile, 
moist areas near the coast, and has made 
most of the land suitable for white 
settlement pastoral country. The pas- 
toral industry demands the maximum 
of space but the minimum of labor, so 
that to carry it on only a scanty and 
attenuated rural population is required. 
The capitals were the chief ports, and 
hence became centers for the collection 
and export of wool. The absence of 
navigable rivers precluded the growth 
of large inland distributing centers, and 
when in time railways were built it was 
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natural that, to facilitate the transport 
of wool to the port of shipment, they 
should have been made to radiate from 
the capital, thereby swelling its size. 
The development of agriculture has not, 
to any extent, redressed the balance. 
About 79% of the area under crop in 
Australia is devoted to wheat and hay; 
since these can be profitably grown.there 
only on comparatively large holdings, 
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even the agricultural areas are for the 
most part sparsely populated. Dry 
farming, irrigation, and refrigeration, 
it is true, have made possible closer 
settlement in many districts, but mean- 
while the growth of the export trade in 
wheat, fruit, and dairy produce has in- 
creased the importance of the capital 
cities as distributing centers, and 
thereby promoted their growth. 








Chart I 


Scale for Percentage of Tota! of each State 











THE AUSTRALIAN LAND SITUATION, 1922 
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Commonwealth Year-Book, No. 17, p. 217 
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The march of science and invention 
has also intensified the urban concentra- 
tion. Modern labor-saving agricultural 
machinery has considerably diminished 


the man-power required on any kind of. 


farm, and has correspondingly increased 
the farmer’s demand for the products 
of the factory. All the complex factors 
which, in the modern industrial age, 
have multiplied man’s wants and en- 
larged his capacity for satisfying them 
have given rise, throughout the world, 
to a thousand new city industries. 
Young though she is, Australia has 
already made much progress along 
manufacturing lines, and her capital 
cities, with their favorable situation, 
have become important manufacturing 
as well as commercial centers. 


The Outlook for the Future 


What of the future? Of this great 
continent, the heart is a great trade- 
wind desert, and little more than one- 
third is suitable for profitable white 
settlement. The habitable rim between 
desert and sea varies in width from 40 
to 400 miles, but physiographic and 
climatic conditions are such that the 





*G. Taylor (Physiographer to the Common- 
wealth Bureau of Meteorology and Professor of 
Geography in the University of Sydney), Australia 
(1915 edition), p. 25. Professor Taylor summa- 
rizes the potentialities of the continent thus: 44% 


bulk of the population will always be 
found in the southeast corner. Had the 
continent been situated but 10 degrees 
further south, out of the path of the 
desert-forming winds, the interior, Pro- 
fessor Taylor believes, would have 
resembled the Mississippi basin, and 
Australia would probably equal the 
United States in population, as it does 
in area. As it is, it is unlikely that the 
continent will ever be capable of sup- 
porting a larger white population than 
50 million; but as the present popula- 
tion is less than 5% million, there is 
room for vast expansion. Australia is 
anxious to secure immigrants of a good 
type to people her empty spaces, but the 
cost of railway building, of irrigation, 
and of land resumption—all of which 
must be undertaken to promote land 
settlement—is so heavy, while the pub- 
lic credit is already so far strained, that 
the rate at which new settlers can be 
established on the land cannot be rapid. 
Yet Australian statesmen are grappling 
boldly and wisely with the land prob- 
lems that face them, and though the 
progress of settlement is likely to be 
slow it is reasonably certain that it will 
be sure. 





is arid (25% wholly useless, and 19% useless in 
bad seasons) ; 17% is suitable for tropical agricul- 
ture; and 39% is suitable for profitable white set- 
tlement (28% good pastoral country, and 11% 
good temperate farming country). 








4 STUDY OF UTILITY FINANCIALSTRUCTURES: 
REVENUE PRODUCTION RATIOS' 


By A. E. PATTON anp O. GRESSENS 


ually studies the relationships ex- 

isting between the various income 
statement and balance-sheet items, all 
financial ratios are important. To him 
each ratio has a well-defined meaning 
and each variation a distinct significance. 
To executives of large business enter- 
prises, on the other hand, the signifi- 
cance of some financial ratios is not dis- 
tinct, and different ratios have different 
degrees of importance. One group of 
ratios, however, which is recognized 
generally by business administrators as 
being important is the group of revenue 
production ratios. Possibilities of in- 
creasing profits by increasing the rate 
at which invested capital produces rev- 
enues always are of interest and invari- 
ably command attention. Consequently, 
business men constantly study capital 
turnover and continually check and fore- 
cast the productiveness of their in- 
vestments. 


is THE academician who contin- 


*EprroriaL Note: This is the third of a series 
of articles by these authors on the subject of finan- 
cial structures of public utilities. It is based on the 
data contained in Bulletin No. 10, Bureau of Busi- 
ness Research, University of Illinois. For the first 
article, which treated scope and method, see the 
JOURNAL OF LAND & PUBLIC UTILITY ECONOMICS, 
April, 1926. For the second article, which treated 
current position, see the same JOURNAL, July, 1926. 
The fourth article, which will deal with Net In- 
come Ratios, will appear in the May issue. 

In Footnote 1 of the article in the July, 1926, 
issue of this JOURNAL a statement was made that 
the third article of this series would deal with the 
distribution of investments and that it would ap- 
pear in the October issue. After work had been 
started on the study, it was deemed advisable to 
change the order of the articles and to substitute 
this study of revenue production ratios for the 
study of the distribution of investments. The 


article on the distribution of investments will ap- 


If these revenue production statistics 
are worthy of such close attention in 
competitive business, they are doubly 
worthy of study in the public utility 
industry, where fixed investments are 
large, where incomes are limited to fair 
returns upon investments, and where 
monopoly profits are prohibited by 
law. To the utility executive, there- 
fore, revenue production ratios are of 
the first order of importance. Slight 
reductions in gross income often cause 
serious losses to the common stock- 
holders. 

In this study, therefore, an attempt 
has been made to determine: 

1. Whether or not there is a “nor- 
mal”’ or representative ratio of revenue 
produced to total operating investment 
for the utility industry considered as a 
whole.? In other words, whether there 
is a representative ratio of capital turn- 
over;® 

2. Whether or not there is a “‘nor- 





pear in the August, 1927, issue of this JOURNAL. 
Owing to this change and to a variety of circum- 
stances beyond the control of the authors, the 
tremendous amount of detail connected with the 
statistical calculations of revenue production ratios 
could not be completed in time for the article to 
appear in the October, 1926, issue. 


* The assets considered in these studies are oper- 
ating assets only; all outside investments have been 
eliminated. For a full discussion of the methods 
used in standardizing the financial statements for 
these studies, see “A Study of Utility Financial 
Structures: Scope and Method,” JOURNAL OF LAND 
& PUBLIC UTILITY ECONOMICS, April, 1926, and 
Footnote 5 of “A Study of Utility Financial Struc- 
tures: Current Position,” JOURNAL OF LAND & 
PUBLIC UTILITY ECONOMICS, July, 1926, and Bulletin 
No. 9, Bureau of Business Research, University of 
Illinois. 

*The “normal” ratio, as used in this study, is 
not an ideal ratio, but it is the representative ratio. 
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mal” or representative ratio of gross 
revenues to fixed investment for the 
utility industry considered as a whole; 

3. Whether or not there is a “‘nor- 
mal” or representative ratio of gross 
revenues to stockholders’ equity for the 
industry as a whole ;* 

4. Whether or not these ratios vary 
with variations in the sizes of utility 
companies ; 

5. Whether they vary with the 
types of utilities ;° 

6. Whether they vary with geo- 
graphical locations; and 

7. Whether or not they vary with 
changes in general business conditions. 


I. Representative Ratio of Capital 
Turnover of the Public Utility 
Industry 


The first of the ratios considered in 
this study, gross revenues to total 
operating assets, indicates the rate of 
capital turnover. That is, it indicates 
the time required by the industry to pro- 
duce gross revenues equal in amount to 
the total operating assets. In the public 
utility industry, particularly in the 
electric light and power business, the 
consensus of opinion seems to be that 





In other words, it is that ratio which occurs most 
frequently among the companies included in the 
sample. Or, more concretely, it is that value about 
which the ratios of the greatest number of operat- 
ing companies tend to concentrate. For a full dis- 
cussion of the representative ratio, see Footnute 3 
of “A Study of Utility Financial Structures; Current 
Position,” JOURNAL OF LAND & PUBLIC UTILITY 
ECONOMICS, July, 1926. 


* Stockholders’ equity, for purposes of this study, 
is considered as being expressed by the total of 
preferred stock, common stock, and surplus. This 
is not comparable, therefore, to that definition of 
stockholders’ equity which is limited to the equity 
of common stockholders. The distinction here, how- 
ever, is between debt and ownership capital. Pre- 
ferred stock is sometimes of the nature of a junior 
lien obligation. Wherever this was found to be 
the case, it was included in total debt and not in 
net worth. It is often difficult to come to a decision 


approximately § years are required to 
turn the capital once. In other words, 
it is said that the annual gross revenues 
equal 20% of the invested capital. It 
is the purpose of this study to examine 
the accuracy of this belief. . 

Although there are essential differ- 
ences between the various types of util- 
ities, a general characterization of the 
industry is valuable in order to dis- 
tinguish it definitely from industry in 
general. The ratios of this study are 
valuable, therefore, because they indi- 
cate some of the essential differences 
between utilities and other types of 
businesses, and because they set forth 
the peculiarities of utility financial 
structures. 

In order to determine the representa- 
tive ratio of capital turnover for the 
utility industry as a whole, a study has 
been made of 200 companies.* The 
ratios of capital turnover for these com- 
panies have been calculated for the 
years 1915 to 1924 inclusive, the data 
have been classified, and a frequency 
distribution has been made so that the 
characteristics of the data may be read- 
ily observed. And finally, a frequency 
curve has been fitted to the histogram 
of this distribution (see Table I and 





as to the proper treatment of preferred stock, and 
absolute accuracy, therefore, cannot be claimed in 
this particular. 

*Telephone companies, water companies, and 
municipally owned utilities have been excluded 
from this study. Telephone companies were omitted 
because of the fact that the Bell System, controlled 
by the American Telephone and Telegraph Com- 
pany, dominates the telephone industry, and a study 
of the financial structure of the Bell System is vir- 
tually a study of the telephone industry. Water 
companies have been excluded because of the pre- 
dominance of municipal ownership among them. 
And municipally owned utilities have been excluded 
because ordinarily no attempt is made to earn a 
return upon the capital invested in them. 

* In the cases of some of these companies, balance- 
sheets for each of the ten years were not available. 
Such balance-sheets as could be obtained, however, 
were used. 
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Chart f 
Histogram and Frequency Curve of Ratios of Gross 
Revenues to Total Operating Assets of the Public 
Utility Industry 
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Chart I). The histogram presents the 
general characteristics of this distribu- 
tion; the curve fitted to the histogram, 
however, shows clearly that for the 
great majority of companies this ratio 
falls below the generally accepted ratio 
of .20, and that the concentration is at 
a point considerably below .20. The 
representative ratio which is determined 
by calculating the mode of this fre- 





‘If the mode had been approximated directly 
from the frequency distribution, it would have 
fallen in the class interval of .12~.16, for this is the 
interval containing the largest number of cases. 
When approximated directly from the distribution, 
however, the mode is not based upon all the ob- 
servations—a condition which is necessary in order 
to obtain a true representation. When calculated 
from the frequency curve, on the other hand, the 
value of the mode is based upon all of the obser- 
vations. This method yields the theoretical point 
of highest frequency, which, in these studies, is 
called the representative ratio. 


*For a discussion of the difference between the 
arithmetic average and the modal average, see “A 
Study of Utility Financial Structures: Scope and 
Method,” JOURNAL OF LAND & PUBLIC UTILITY 


economics, April, 1926. 


quency curve is .1173, or approximately 
.12.7 In other words, the highest fre- 
quency is at that point where the value 
of this ratio is .12. This value, there- 
fore, is the value of the ratio that can 
most reasonably be called the represen- 
tative ratio of the industry considered 
as a whole. The ratio indicates that 
operating investments of public utilities 
are turned over only once in 8% years 
instead of once in 5 years. The arith- 
metic average for this group of com- 
panies, on the other hand, indicates that 
only 6 years are required to turn over 
the operating investment.’ The value of 
the arithmetic average is .1678, or ap- 
proximately .17. Chart I, however, 
shows clearly that the arithmetic aver- 
age is less typical than the modal value. 
The arithmetic average falls at a point 
where there are fewer actual cases than 
at the mode, and also where there are 
fewer actual cases close together than 
at the mode. The justification, however, 
for calling a particular ratio typical or 


TABLE I. OBSERVED AND GRADUATED STATISTICS OF 
Ratios OF Gross REVENUES TO TOTAL OPERATING 
ASSETS OF THE Pusiic UTiLity INDusTRY* 











Observed Graduated 

Class Interval Frequencies Frequencies 
.00— .039 56 19.2 
.04—.079 208 116.9 
.08—. 119 219 242.9 
.12—.159 289 280.6 
.16—.199 239 255.8 
.20—. 239 203 203.3 
.24—.279 104 146.7 
.28—. 319 58 98.3 
.32—.359 39 61.9 
.36—. 399 27 36.3 
.40—. 439 17 20.6 
-44—.479 14 10.9 
.48— 6 g.r 

t 








*The first column of this table and of all the following tables 
indicates the size of the ratio of gross revenues to total oper- 
ating assets; the second column shows the number of times a 
particular value actually occurs; and the third column shows the 
theoretical frequencies calculated from the curve fitted to the 
histogram. For example, gross revenues to total operating 
assets ratios between the values .00 and .039 actually occur in 
56 cases, and theoretically would occur in 19 cases. The last 
column, however, has not been made directly comparable 
to the second column, for the theoretical frequencies are here 
given as the y ordinates. No correction has been made to 
restate them as areas. 
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representative is that a greater number 
of actual cases occur at that value, and 
at values immediately adjoining it, than 
at any other value. The representative 
ratio, therefore, must be the value at 
which the highest ordinate of the fre- 
quency curve falls. In the case under 
consideration, the value of this ratio is 
approximately .12. For the electric 
railway, gas, and electric light and 
power industries considered as a whole, 
therefore, approximately 8% years are 
required to produce gross revenues 
which equal the capital invested in 
operating assets, which upsets the pre- 
vailing standard. 


II. Representative Ratios of Gross 
Revenues to Total Operating 
Assets of Utility Companies 
of Various Sizes 


When the 200 companies included in 
this study were classified according to 
size, and an analysis had been made of 
the ratio of gross revenues to total 
operating assets for the ten-year period 
1915 to 1924 inclusive, substantially the 
same results were obtained as those 
obtained from the study of the industry 
as a whole.® 

Companies having total operating 


Tasie II. OBSERVED AND GRADUATED STATISTICS OF 

Ratios oF Gross REVENUES TO TOTAL OPERATING 

ASsETs OF Utittry COMPANIES HAVING ASSETS FROM 
$5,000,000 TO $9,000,000 INCLUSIVE 











Observed Graduated 
Class Interval Frequencies Frequencies 
.00—.039 10 8.1 
-04——.079 73 41.7 
.08—.119 75 77.2 
.12—.159 110 90.0 
.16—.199 58 80.5 
.20—.239 $2 60.7 
-24-—.279 25 41.5 
.28—. 319 21 24.8 
-32—.359 10 14.2 
-36—. 399 12 7-7 
-40——. 439 7 4.0 














Chart 13 


Histogram and Frequency Curve of Ratios of Gross 

Revenues ta Total Operating Assets of Utility Com- 

panies Having Assets from $5,000,000 to $9,000,000, 
Inclusive 
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assets from 5 to 9 millions of dollars, 
inclusive, were studied first (see Table 
II and Chart II). It is immediately 
obvious that the distribution in this case 
is similar to that of the industry as a 
whole. In fact, the value of the mode, 
or in other words, the representative 
ratio, is .1246. This ratio is very close 
to that of the entire industry. The 
arithmetic average, which is .1613, is 
also very close to the arithmetic average 
of the industry as a whole. The distri- 
bution differs, however, in that a pro- 
portionately smaller number of cases is 
concentrated in the higher class inter- 
vals. It is nevertheless true of this 


be 





* Companies having assets of less than 5 millions 
of dollars were not included in this study. 
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Chart I8 


Histogram and Frequency Curve of Ratios of Gross Reve- 
nues to Total Operating Assets of Utility Companies Having 
Assets from $10,000,000 to $49,000,000; Inclusive 
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group also that approximately 8% years 
are required to turn over the capital 
invested in operating assets. 

The next group of companies studied 
were those the operating assets of 
which ranged from 10 to 49 millions, 
inclusive (see Table III and Chart III). 
The general characteristics of this dis- 
tribution do not differ materially from 
those already studied. The value of the 
mode, or representative ratio, deter- 
mined from the frequency curve, is 
.1270, or approximately .13. This ratio 
is slightly higher than the ratios ob- 
tained in the two previous classifica- 
tions, but the difference is not significant. 

Substantially the same result was 
obtained again from a study of com- 


panies having operating assets in excess 
of 50 millions of dollars (see Table IV 
and Chart IV). The value of the repre- 
sentative ratio in this case was found to 
be .1338. The arithmetic average, on 
the other hand, is .1655. There is, 
however, an important difference be- 
tween this distribution and those pre- 
ceding. In this distribution, there is a 
decided lessening in skewness in the fre- 
quencies. In other words, a greater 
number of the original observations fall 
into the higher class intervals. Although 
the typical or representative ratio is in 
this case about the same as in the 
previous cases, the general condition 
among the larger campanies is a shorter 
period of capital turnover than among 
the smaller companies. This fact tends 
toward the conclusion that larger utility 
organizations seem to gain greater 
financial efficiency than do smaller 
companies. 


III. Representative Ratios of Gross 
Revenues to Total Operating Assets 
of Gas and Electric, Electric 
Railway, and Holding 


Companies 


In order to determine whether or not 
there is a tendency for this ratio to vary 


TABLE III. OBSERVED AND GRADUATED STATISTICS OF 

Ratios oF Gross REVENUES TO TOTAL OPERATING 

ASSETS OF UTILITY COMPANIES HAVING ASSETS FROM 
$10,000,000 TO $49,000,000 INCLUSIVE 











Observed Graduated 
Class Interval Frequencies Frequencies 
.0O— .039 35 13.1 
.04—.079 95 67.6 
.08—. 119 _ 120.8 
.12—.159 13 139.1 
.16—.199 125 125.8 
.20—.239 114 97-5 
.24—.279 57 68.0 
.28—. 319 20 43-9 
-32—.359 21 27.3 
.36—.399 10 15.5 
-40—.439 8 8.7 
-44—.479 7 4-7 
.48—.519 6 2.5 
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between different types of utilities, the 
200 companies were classified according 
to kind, and each kind was separately 
studied. 

The gas and electric utilities were 
analyzed first.’® In this group, the rep- 
resentative ratio between gross revenues 
and total operating assets was found to 
be .1332, which is somewhat higher 
than the representative ratios of the 
groups thus far studied (see Table V 
and Chart V). The turnover period 
for this group, therefore, is less than 
seven years, while that of the previous 
classification was found to be more than 
eight years. The arithmetic average for 
this group was found to be .1783, or 
approximately .18. As compared with 
the ratios of the industry as a whole, 
therefore, the ratios of the gas and 
electric companies are high. The gen- 
eral distribution, however, does not 
differ materially from the distributions 
already studied. There is again, for 
example, no distinct tendency toward a 
grouping of companies in the higher 
class intervals. 

For electric railways the representa- 
tive ratio of gross revenues to total 
operating assets was found to be .1270 
(see Table VI and Chart VI). Al- 
though the distribution of the ratios is 
similar to that of the gas and electric 


TaBLe IV. OBSERVED AND GRADUATED STATISTICS OF 

Ratios oF Gross REVENUES TO TOTAL OPERATING 

Assets OF UTILITY COMPANIES HAVING ASSETS 
EXCEEDING $50,000,000 














Observed Graduated 
Class Interval Frequencies Frequencies 
-0O—.039 11 2.2 
-04—-.079 4° 10.1 
.08—.119 42 33-5 
-12—-.159 43 45. 
-16—.199 56 49.8 
.20—. 239 37 46.5 
.24—.279 22 38.3 
-28—. 319 17 28.0 
-32—.359 8 17.8 
-36—. 399 5 9-3 

























































































Chart IV 
Histogram and Frequency Curve of Ratios 
of Gross Revenues to Total Operating 
Assets of Utility Companies Having Assets 
Exceeding $50,000,000 
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companies, the representative ratio is 
lower; approximately 734 years are re- 
quired by electric railways to turn their 
investments in operating assets. 
Regarding holding companies, on the 
other hand, no definite conclusions can 
be drawn. An examination of the dis- 
tribution of this ratio for such com- 
panies indicates immediately that a 
curve cannot be fitted to the histogram 
with sufficient accuracy to yield a repre- 
sentative ratio (see Table VII and 
Chart VII). The histogram is so irreg- 
ular that no particular value can be 
designated as typical, and the curve 
yields such a poor fit that the inconclu- 
siveness of generalizations is apparent. 
* Gas and electric light and power companies 
have been studied together owing to the fact that 
both services are so often sold by the same com- 
pany. This fact makes the task of separating the 
revenues and assets involved in each of these 


services extremely difficult. The two types have 
therefore been considered as one group. 
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The value of the mode of this fre- 
quency curve is .0739, but it is impos- 
sible to say whether or not this ratio has 
any meaning; the histogram is too 
irregular for any conclusions. 
IV. Representative Ratio of Gross 
Revenues to Total Operating 
Assets According to Geo- 
graphical Locations 


In order to determine whether or not 
there is a tendency for the ratio of gross 
revenues to total operating assets to 
vary among different sections of the 
country, a grouping of the companies 
was made according to their geograph- 
ical locations. For this purpose, the 
United States was divided into four sec- 
tions: eastern, middle-western, western, 
and southern.“ 





Chant V 


Histogram and Frequency Curve of Ratios of Gross 
Revenues to Total Operating Assets of Gas and 
Electric Companies 
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TABLE V. OBSERVED AND GRADUATED STATISTICS OF 
Ratios OF Gross REVENUES TO TOTAL OPERATING 
ASSETS OF GAS AND ELEcTRIC COMPANIES 











Observed Graduated 
Class Interval Frequencies Frequencies 
.00—.039 17 6.0 
.04——.079 108 83.2 
.08—. 119 136 as 
.12—.159 168 168.5 
-16—.199 141 154.1 
.20—.239 143 122.9 
-24—.279 77 88.5 
.28—. 319 47 58.6 
-32—. 359 28 36.0 
-36—.399 18 20.6 
.40—. 439 13 II.0 
44—.479 6 5.4 
.48—. 519 4 2.5 











The approximated representative ra- 
tio of the eastern companies included 
in this study is .1798, and of the middle- 
western, .1414.’2 Compared, therefore, 
with the middle-western group, the 
eastern companies are characterized by 
a shorter period of capital turnover. 
This conclusion is further borne out by 
the distributions; the ratios of the east- 
ern group center about higher class 
intervals than do those of the middle- 
western group. 





“For an enumeration of the states included in 
each section see Bulletin Number 9, Bureau of 
Business Research, University of Illinois. 

* Owing to the fact that the distributions of these 
classifications are essentially the same as the dis- 
tributions already studied, the charts have not been 
included and the representative ratios have not 
been calculated directly from curves fitted to the 
histograms. The representative ratios have, on 
the other hand, been determined by Pearson’s ap- 
proximation formula, 

feXe 
Pi : WZ +fe 
These representative ratios, therefore, are not 
directly comparable with those of the above group- 
ings, which were more accurately determined from 
the frequency curves. They are, however, com- 
parable among themselves, and they serve to show 
the similarity of the results from these classifica- 
tions as compared with the results obtained in the 
previous classifications. 

The values of these ratios are by the nature of 
their approximation somewhat high. An accurate 
determination from a frequency curve would lower 
them. 
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TasLe VI. OBSERVED AND GRADUATED STATISTICS OF 
Ratios OF Gross REVENUES TO TOTAL OPERATING 
ASSETS OF ELECTRIC RAILWAY COMPANIES 




















Observed Graduated 
Class Interval Frequencies Frequencies 
.00—.039 12 0.0* 
.04-—-.079 34 24.0 
.08—. 119 60 69.8 
.12—.159 88 85.6 
.16—.199 84 74.7 
-20—. 239 59 55-7 
.24—.279 27 36.9 
.28—.319 8 22.7 
-32—. 359 7 13.2 
.36—. 399 4 7-4 
-40—.439 4 4.0 
-44—-479 8 2.1 
*Frequency at value x = .007. 


The approximated representative ra- 
tio of the western companies is .0878, 
which indicates a tendency for these 
companies to turn their operating cap- 
ital once in 11 or 12 years. The concen- 
tration of the general distribution in the 
lower class intervals substantiates this 
inference. 

In the southern section, on the other 
hand, the approximated ratio is .1408, 
which is close to the values of the ratios 
for the eastern and middle-western 
companies. 

The results of this classification tend 
to indicate, therefore, that with the 
exception of the western companies, 
geographical location does not appre- 
ciably affect the ratio of gross revenues 
to total operating assets. If, however, 
this ratio is any criterion of financial 
efficiency, and if this study is represen- 
tative, the western companies tend to be 
least efficient in this respect and the 





“Here again, the values of the representative 
ratios have been determined by Pearson’s approxi- 
mation formula. The tables giving the actual dis- 
tributions are not included in this study, owing to 
the lack of space. No histograms and frequency 
curves have been presented. The approximated 
ratios are comparable among themselves but they 
are not directly comparable with representative 
ratios that have been calculated from frequency 
curves. 


eastern companies appear to be most 
efficient. 


V. Representative Ratio of Gross Rev- 
enues to Total Operating Assets 
of the Public Utility Industry 
for the Years 1917, 1919, 

1921, and 1924 


In an attempt to determine whether 
or not the ratio of gross revenues to 
total operating assets varies with 
changes in general business conditions, 
a study has been made of the ratios for 
various typical years. For the year 
1917, a war year, the approximated 
representative ratio was found to be 
.1376.% For 1919, a post-war boom 
year, the approximated ratio was .1464; 
for 1921, a depression year, it was 
.1413; and for 1924, a recovery year, 
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.1396. These results indicate that 
changes in the business cycle seem to 
have no significant effect upon the rate 
of turnover of operating assets. 


VI. Representative Ratios of Gross. 


Revenues to Fixed Assets 


Another ratio that is ordinarily con- 
sidered significant in industrial finance 
is that of gross revenues to fixed plant. 
From this ratio the length of time re- 


“This substantiates a conclusion arrived at in 
an earlier study regarding the relative insignifi- 
cance of the current ratio in utility finance. See 
“A Study of Utility Financial Structures: Current 
Position,” JOURNAL OF LAND & PUBLIC UTILITY 
ECONOMICS, July, 1926. 

It must be remembered that in these studies all 
outside investments have been excluded from the 
balance-sheets. Only operating items are here 
considered. 

* This fact will be brought out more clearly in a 
subsequent study of the representative balance- 
sheet ratios, which will appear in this JourNAL. 


quired to turn over the plant investment 
can be determined. Ordinarily, too, this 
ratio is low for companies which have 
a relatively high percentage of their 
assets in fixed plant, and it is high for 
companies that have a relatively low - 
percentage of fixed assets. Owing to the 
fact that the percentage of investment 
in fixed plant in the utility industry is 
notably high, a comparatively low ratio 
of turnover would be expected. 

When the companies had been divided 
into their various groupings and a rep- 
resentative ratio of gross revenues to 
fixed assets had been obtained for each 
group, it was found that the ratios were 
all substantially the same as the ratios 
of gross revenues to total operating 
assets. Furthermore, the distributions 
were so similar to those that have been 
presented that a detailed analysis was 
not considered essential in this study. 
For the public utility industry, the ratio 
of gross revenues to fixed assets is sub- 
stantially the same as the ratio of gross 
revenues to total operating assets.’ 
The deduction of current and other as- 
sets makes no appreciable change in the 
ratio of gross revenues to total operat- 
ing assets; current assets when com- 
pared with fixed assets form a small 
proportion of the total investment.” 
This explains, of course, why the period 
of turnover of the fixed assets is sub- 
stantially the same as that of the total 
assets. 


Taste VII. Osservep STATISTICS OF RATIOS OF 
Gross REVENUES TO TOTAL OPERATING ASSETS OF 
Hoipinc COMPANIES 











Observed 
Class Interval Frequencies 
.00—.039 27 
.04—.079 66 
.08—. 119 23 
.12—.159 33 
.16—.199 12 
.20—. 239 II 
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VII. Representative Ratio of Gross 
Revenues to Net Worth of the 
Public Utility Industry 


Another relationship of importance 
is that between gross revenues and net 
worth. This ratio indicates the power 
over gross revenues that is concentrated 
in equity or ownership capital.** Because 
of the fact that the utility industry is 
not markedly subject to the oscillations 
of the business cycle, the opinion has 
become widely accepted that it can safely 
be operated on a relatively small equity. 
With reference to the ratio under con- 
sideration, this means that a compara- 
tively small equity controls the total 
earnings, and that this ratio of gross 
revenues to net worth might perhaps be 
high.” As a matter of fact, however, 
the period of capital turnover of this 
industry is unusually long as compared 
with that of industry in general, and the 
periodical earnings are only a fractional 
part of the total investment. 

The representative ratio of gross 
revenues to net worth for the industry 
as a whole was found by direct calcula- 
tion of the mode of the frequency curve 
to be .2366, or approximately .24 (see 
Table VIII and Chart VIII). Consid- 


TasLe VIII. OssERVED AND GRADUATED STATISTICS 
OF RATIOs OF Gross REVENUES TO THE NET WorTH 
OF THE PusBLic UTiLity INDUSTRY 











Observed Graduated 
Class Interval Frequencies Frequencies 
.0O— .79 106 66.2 
.o8— .159 193 149.9 
-16— .239 168 205.9 
+24—— .319 275 223.5 
-32— .399 228 210.1 
—_ = 7” 178.1 
-40— .559 9 139.1 
.56— .639 JO 101.4 
64— :719 45 69.5 
-72— .799 27 44-9 
; a .879 17 27.4 
.88— .959 10 15.7 
.96— .999 9 8.5 
Over 1.00 78 4:3 














Chart VINE 


Histogram and Frequency Curve of Ratios of Gross 
Revenues to the Net Worth of the Public Utility 
Industry 
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ering the gas, electric light and power, 
and electric railway companies, exclud- 
ing municipally owned utilities, this 
ratio means that the typical situation 
for the group as a whole is one in which 
the gross revenues are 24% of the 
equity or net worth. Slightly more than 





* The equity, or net worth, for the purposes of 
this study has been taken to include common 
stock, preferred stock, and reserves which repre- 
sented divisions of surplus. 


The ratio here considered does not indicate the 
earnings which are made upon investments; the 
ratio of gross revenues to net worth indicates the 
time required to turn over the ownership capital 
and thus indicates the relative amount of revenues 
which are controlled by the equity. 
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Histogram and Frequency Curve of Ratios of Gross 
Revenues to the Net Worth of Companies Having 
Assets from $5,000,000 to $9,000,000, Inclusive 
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4 years are, in other words, required 
for the gross revenues to equal the net 
worth of the industry.** 

The fact that 8% years are required 
for the gross revenues of the industry 
as a whole to equal the total operating 
investment, with the further fact that 
the period of turnover of the net worth 
is slightly over 4 years, points to the 
conclusion that in the public utility in- 
dustry the net worth is something less 





* Attention must again be called to the fact that 
a great many variations occur from this represen- 
tative ratio. This fact is readily displayed by the 
frequency distribution of Chart VIII. There are 
many cases which do not fall near the representa- 
tive ratio. The representative ratio, however, is 
that value about which the greatest number  c! 
cases group themselves. It is this concentratior. 
about the particular ratio which justifies designat- 
ing it as representative. 

*This condition will be more carefully studied 
in a subsequent article which will appear in the 
issue of the JOURNAL OF LAND & PUBLIC UTILITY 
ECONOMICS for August, 1927. 


than 50% of the total investment in 
operating assets.’° 


VIII. Representative Ratio of Gross 
Revenues to Net Worth of Utility 


Companies of Various Sizes 


When the companies were classified 
according to size, it was found that the 
representative ratio of gross revenues 
to net worth for companies having as- 
sets from 5 millions to 9 millions, in- 
clusive, was .2070, or approximately .21 
(see Table IX and Chart IX). In 
smaller companies, therefore, the typi- 
cal situation seems to be one in which 
the period of turnover of the net worth 
is longer than the period for the indus- 
try considered as a whole, where the 
ratio was .24. The arithmetic average 
for the companies of this group sub- 
stantiates this conclusion. The arith- 
metic average is .3250, as compared 
with .3330 for the whole industry. The 
difference is slight, but it is significant 
because it indicates a longer period of 
turnover for the smaller companies. 

The variations in this ratio with 
variations in sizes of utility companies 
are accentuated when companies having 
assets from 10 millions to 49 millions 


TABLE IX. OBSERVED AND GRADUATED STATISTICS OF 

RaTios OF Gross REVENUES TO THE NET WorTH OF 

CoMPANIES HAVING ASSETS FROM $5,000,000 TO 
$9,000,000 INCLUSIVE 











Observed Graduated 
Class Interval Frequencies Frequencies 
.0O—.079 18 36.3 
.08—.159 77 66.5 
-16—.239 79 76.1 
.24—. 319 77 69.5 
32—.399 50 55-6 
-40—.479 43 49.7 
.48—. 559 23 28.0 
. 56—.639 14 = 
.64—.719 18 II. 
-72—.799 10 7.2 
j ly 879 8 4:3 
.88—.959 4 2.5 
-96—.999 3 1.§ 
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inclusive are considered (see Table X 
and Chart X). For this group, the 
mode, or representative ratio, was 
found to be .2700, as compared with 
.21 for the group of smaller companies 
and with .24 for the industry as a whole. 
The inference is, of course, that for 
companies of larger size there is a ten- 
dency for the gross revenues to be pro- 
portionately larger in their relation to 
net worth. It will be remembered that 
the same tendency was discovered when 
the ratio of gross revenues to total 
operating assets was studied. The ten- 
dency is more pronounced here, how- 
ever, than it was in the case of the 
former ratio. 

This tendency toward higher ratios 
for larger companies is corroborated 
by the representative ratio of companies 
having assets exceeding 50 millions of 
dollars (see Table XI and Chart XI). 
The ratio for this group, as calculated 
from the frequency curve, was .2740, 
as compared with .270 for the next 
lower group of companies. The arith- 
metic average is .3470, as compared 
with .3320 for companies having assets 
from 10 to 49 millions. The differences 
in these ratios are not very great and 
probably are not very significant; they 


TABLE X. OBSERVED AND GRADUATED STATISTICS OF 

Ratios oF Gross REVENUES TO THE NET WORTH OF 

ComPANiES HAVING ASSETS FROM $10,000,000 TO 
$49,000,000 INCLUSIVE 











Observed Graduated 
Class Interval Frequencies Frequencies 
-00—.079 52 30.7 
.08—.159 93 76.0 
-16—.239 68 116.9 
-24—.319 146 131.8 
-32—. 399 125 119.7 
—_—— 89 | ape 
-45—.559 59 3-4 
- §6—.639 38 39. 
-64—.719 14 22. 
-72—.799 10 12.1 
.80—.879 7 6.2 
.88—.959 4 3.0 
+999 3 1.4 














Chart X 


Histogram arid Frequency Curve of Ratios of Gross 
Revenues to the Net Worth of Companies Having 
Assets from $10,000,000 to $49,000,000, Inclusive 
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are, however, consistent with the ten- 
dency for larger companies to have 
shorter periods ut turnover of net worth 
than have the smaller companies. This 
tendency may indicate that larger com- 
panies gain greater financial efficiency 
than do smaller companies; on the other 
hand, it may mean that larger com- 
panies are operating on relatively 
smaller equities, and consequently on a 
more hazardous basis.” 


IX. Representative Ratios of Gross 
Revenues to Net Worth of Gas 
and Electric, Electric Railway, 
and Holding Companies 


In studying the utility companies, 
classified according to kind, it was found 


* A more complete analysis of this tendency and 
of its significance will be made in the article of 
this series which will appear in the August, 1927, 
issue of this JOURNAL. 
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Chart XI 


Histogram and Frequency Curve of Ratios of Gross 
Revenues to the Net Worth of Companies Having 
Assets Exceeding $50,000,000 
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that gas and electric companies have a 
representative ratio of .2812. This is 
higher than the ratio calculated for the 
industry as a whole, the value of which 
was .2366 (see Table XII and Chart 
XII). Compared with the industry as 
a whole, then, the gas and electric com- 





™The curve which theoretically fits this dis- 
tribution is Type I of the Pearsonian frequency 


curves— 
m 
I=Jo : +) wi [=f] ” 


The value of the criterion K was found to be —.85. 
When this curve was fitted to the distribution, 
however, it missed the first group of observations 
entirely and rose rapidly to a modal value of 
1667. In this case, therefore, Type III was used— 


X\«{ x)? 
= Jot [:-5] 


This curve yields a better fit than the theoretically 
correct Type I curve. 


*The curve which according to the criterion K 
should fit this distribution is Type I of the Pear- 
sonian frequency curves. Such a curve, however, 
yields a negative mode; Type III gives similar 
results. A negative ratio of gross revenues to net 


panies have a higher rate of turnover 
of net worth. In other words, they tend 
to show greater financial efficiency. 

The same conclusion is true of the 
electric railway companies, which have 
a representative ratio of .2730, as cal- 
culated from the frequency curve fitted 
to the histogram of the distribution™ 
(see Table XIII and Chart XIII). 
This is lower than the value of the rep- 
resentative ratio of gas and electric 
companies, but it is higher than the same 
ratio for the industry as a whole. 

In the case of holding companies, on 
the other hand, it seems that the rep- 
resentative ratio lies somewhere be- 
tween .00 and .o8 (see Table XIV and 
Chart XIV). No conclusions, however, 
can be drawn for holding companies.” 
The raggedness and irregularity of the 
distribution point to the danger of gen- 
eralization here, as was the case with 
the ratios of gross revenues to total 
operating assets of holding companies. 


X. Representative Ratios of Gross 
Revenues to Net Worth of Utility 
Companies According to Geo- 
graphical Locations 


When the companies were grouped 
according to their geographical loca- 


TABLE XI. OBSERVED AND GRADUATED STATISTICS OF 
Ratios or Gross REVENUES TO THE NET WORTH OF 
Companizs HAVING ASSETS EXCEEDING $50,000,000 











Observed Graduated 
Class Interval Frequencies Frequencies 
.00—.079 36 17.3 
.08—.159 23 30.9 
.16—. 239 21 40.5 
-24—.319 52 43.8 
-32—. 399 53 4! . 
-40—.479 39 . 
.48—.559 16 Fie 
. 56—.639 18 18.6 
.64—.719 13 8.7 
-72—.799 7 7-3 
.80—.879 2 4.1 
.88—.959 2 2.1 
‘ -999 3 0.98 

















—. ae. nae co Ae ile 


me ah =f lUW!lUlUelCOUe eee) 6 


— —™s -«* = Fr so fh 





ver 
nd 


the 
ive 
-al- 
ted 
n?? 
I). 
ep- 
Tic 
me 


on 
ep- 
be- 
nd 


er, 
22 


en- 
ith 
tal 
es. 


ISS 


a= 


i8eeg 








A STUDY OF UTILITY FINANCIAL STRUCTURES 45 


Chast XI 
Histogram and Frequency Curve of Ratios of Gross 
Revenues to the Net Worth of Gas and Electric 


Companies 


tions, and approximated representative 
ratios had been determined, it was 
found that the eastern companies had 
a ratio of .2912; the middle-western, a 
ratio of .3507; the western, .1099; and 
the southern, .2729.”° 

The most marked differences thus far 
discovered, obviously, appear in these 
groups. It is particularly noticeable 
that the middle-western companies have 
an unusually high ratio, and that the 
western companies have a very low one, 
which again tends to indicate the rela- 
tive financial efficiency of the companies 
in various localities. 


XI. Representative Ratios of Gross 
Revenues to Net Worth of the Pub- 
lic Utility Industry for the Years 
1917, 1919, 1921, and 1924 


Again, when the companies were 
studied to determine whether or not 
this ratio changed with changes in gen- 
eral business conditions, it was found 
that for the year 1917, a year of in- 
tense war activity, the approximated 
representative ratio was .2822. For 
1919, a post-war boom year, it was 
3475; for 1921, a depression year, it 
was .2913; and for 1924, a year of re- 
covery, it was .2867. In only one year, 


Taste XII. OBservep AND GRADUATED STATISTICS 
oF RATIOos oF Gross REVENUES TO THE NET WorTH 
or Gas AND ELeEctric COMPANIES 











Observed Graduated 

Class Interval Frequencies Frequencies 
lg 47 = 
-08—.159 113 95. 
-16—.239 101 146.9 
.24—.319 172 165.6 
-32—.399 158 150.5 
-40—-.479 133 116.1 
-48—.559 68 78.7 
-56—.639 43 47.8 
is. 3 25.4 
-72—.799 13.0 
-80—.879 Io, as 
-88—.959 3 2.7 
-999 2 1.1 
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1919, was there any appreciable change 
in the representative ratio. This was a 
year of post-war boom. To say, how- 
ever, that the higher ratio was due to 
prosperity is not conclusive, particularly 
since the histogram of the distribution 
shows a distinct bimodal tendency. Con- 
sidering the four years together, there 
appears to be no other evidence of sig- 





Footnote 22 continued from page 44) 

worth can, however, mean only that there is no net 
worth but instead, a deficit. In such a case, the 
debt of the company would exceed the total assets. 
It is evident that such a situation is not represen- 
tative. No curve, therefore, has been fitted to the 
histogram. 

* The exact values of the representative ratios 
were not calculated in these and the following 
cases. The values here given are, therefore, not 
directly comparable with ratios that have been 
calculated from frequency curves. They are, how- 
ever, comparable among themselves. In each of 
these cases, the approximated representative ratio 
is, by the nature of its determination, higher than 
it would have been had it been calculated more 
exactly from a frequency curve. 
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Histogram and Frequency Curve of Ratios of Gross 
Revenues to the Net Worth of Electric Railway 
Companies 
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nificant variations in this ratio for dif- 
ferent years or for different stages of 
prosperity and of depression. 


Conclusions 


In the case of the ratio of gross rev- 
enues to total operating assets of the 
utility industry as a whole, the turnover 


Taste XIII. OBSERVED AND GRADUATED STATISTICS 
OF Ratios oF Gross REVENUES TO THE NET WorTH 
oF Erectric RAILWAY COMPANIES 











Observed Graduated 

Class Interval Frequencies Frequencies 
.0O—.079 7 10.9 
.08—.159 43 33.8 
.16—.239 47 $2.0 
-24—. 319 75 57-9 
.32—.399 53 53-6 
pth 34 43-9 
-40—.559 25 33-0 
.§6—.639 22 23.3 
.64—.719 12 15.7 
-72—.799 14 10.1 
.80—.879 5 6.3 
.88—.959 6 3-9 
96—.999 7 2.3 











TasBLe XIV. Osservep STATISTICS OF RATIOS oF 
Gross REVENUES TO THE NET WorTH OF HO.pinc 











COMPANIES 

Observed 
Class Interval Frequencies 
>... - > 
-00—-. 159 3 
.16—.239 20 
.24—-. 319 28 
-32—.399 17 
-40—-.479 4 
.48—.559 5 
. §6—.639 5 
-64—.719 2 
-72—.799 5 
.80—.879 2 
.88—.959 I 
.96—.999 ° 








period appears to be 8% years, which 
is considerably longer than is ordinarily 
assumed. In all classifications and 
groupings, the ratios of gross revenues 
to total operating investment agree 
closely. One exception occurs when the 
companies are divided according to geo- 
graphical locations. The eastern com- 
panies show the shortest period of 
capital turnover, while the western com- 
panies show the longest period. In 
other words, the companies located in 
the eastern part of the United States 
show the highest productivity of gross 
revenues with a given unit of capital, 
while the western companies show the 
lowest. The representative ratio of the 
eastern group indicates a capital turn- 
over period of 5 to 6 years, while the 
ratio of western companies indicates a 
period of 11 to 12 years. 

A similar situation is found when the 
ratios of gross revenues to net worth 
are studied. No significant differences 
are disclosed until the companies are 
grouped according to their geographical 
locations. And here again the eastern 
companies show the largest amount of 
revenues controlled by the equity, and 
the western companies show the least 
amount. 
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Another trend that is not so marked, 
yet is significant, is the tendency for the 
capital turnover period to become 
shorter as companies of larger size are 
considered. This also is true, to a more 
marked degree, of the relation between 
gross revenues and equity. As compa- 
nies increase in size, the control of 
equity over gross revenues tends to be- 
come increased. 

In general, it may be said that the 
public utility industry is an industry of 
slow capital turnover, and of thin 
equity. The representative ratios show, 
however, that the period of turnover of 
operating capital is even longer, in most 
cases, than is ordinarily presumed. 
There are, of course, in each classifica- 
tion, many companies of which the 
periods of capital turnover are shorter 
than those given here, but these com- 
panies cannot be called representative. 
The representative value is that value 
about which the greater number of com- 
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Histogram of Ratios of Gross Revenues to the Net 
Worth of Holding Companies 
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panies concentrates, and the point of 
concentration in each of these studies 
invariably indicates a long period of 
turnover. 





ABSENTEE FARM OWNERSHIP IN THE 
UNITED STATES 


By HOWARD A. TURNER 


HE words “absentee ownership” 
imply a condition wherein prop- 
erty is owned by persons who do 
not live on it, persons resident at a 
considerable distance. The words sug- 
gest that the interests of the owners, if 
taken care of at all, are perhaps placed 
under the control of an agent with cold 
businesslike methods, who is expected to 
get a maximum of rent, regardless of 
whether payment of rentals permits the 
tenants to hold body and soul together. 
Fortunately, there is relatively little of 
such absentee ownership in this country. 
Perhaps public opinion has a good deal 
to do with this, for the belief seems 
general that conditions are wrong 
where owners remove themselves from 
the land to engage in wasteful living 
while valuable lands which they own 
are held out of use unless those who 
desire to use them pay extortionate 
rentals. 
With a population as mobile as ours, 
a certain amount of absenteeism may 
occur even in localities in which, under 
normal conditions, practically all of the 
farms are owned by the persons who 
operate them. This may come about in 
the case of the property of any owner- 
farmer dying intestate and leaving heirs 
who at the time are living in distant 
states or cities, even though in the 
course of a few years such places will 
usually work into the hands of owners 
who farm the land themselves. 
Farmers of the near-marginal lands 
of the West have sometimes experi- 
enced a series of years during which 


they have found it impossible to meet 
tax and mortgage payments out of farm 
receipts. At such times there has been 
a considerable movement of farmers 
from these farm lands to regions where 
employment could be more readily 
obtained. Many of these farmers who 
thus leave are owners who go to earn 
the payments coming due on their 
farms and enough more so that when 
they go back they will have a stake with 
which to begin again. While absent 
they may or may not be able to rent 
their land, but absentee landlordism 
such as this is not a serious phase of 
private ownership. 

Absenteeism of a more significant 
sort is that which occurs when landlords 
of farms in one section of the country, 
say the Corn Belt, take up their resi- 
dence in California, Florida, or in one 
of the larger cities of the East. But 
the farms and tenants do not always 
suffer from the absenteeism of these 
landlords. Their tenants may be their 
own sons or daughters; children who 
may reasonably expect to inherit at 
some future time the property which 
helps support the distant parents. Or, 
if their tenants are not children of the 
owners, they may be supervised by the 
owner’s son or brother who happens to 
live near the rented farm. 


Areas and Methods of Study 


To study the extent to which farms 
are owned by absentees, it is necessary 
to be somewhat arbitrary in deciding 
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whether any particular farm is or is not 
so owned. It is convenient to draw the 
line between farms owned by absentees 
and farms not so owned according to 
the place of residence of the landlord in 
relation to the location of the farm. 
Is the landlord resident in the same 
county? Is he resident in the same 
county or in any of the adjoining coun- 
ties? Is he resident in the same state? 
Is he resident in the same state or in 
any of the adjoining states, or is his 
residence in a distant state or foreign 
country ? 

The Bureau of the Census, in its 
study of the ownership of rented farms 
in 1900, distinguished rented farms 
owned by residents of the same county 
from rented farms owned by out-of-the- 
county residents. It further distin- 
guished between the rented farms 
owned by residents of the state and 
rented farms owned by out-of-the-state 
residents. 

The 1900 study is the only study that 
has ever been made of the ownership 
of rented farms in the entire country. 
The figures published in connection 
with that study are invaluable for com- 
parison with those of later years. 

In 1920 the agricultural schedules of 
the United States Census inquired the 
name and address of iandlords owning 
tenant farms, and on the basis of the 
replies study was made of the rented 
farms in 184 counties.*_ While this may 
appear a small sample out of 3,000 
counties, yet the counties selected were 
those containing large numbers of 
rented farms and were located in 24 
representative states. All in all, the 
study covered about 250,000 rented 





*The 1920 study was made by the Division of 
Land Economics, in the Bureau of Agricultural 
Economics, United States Department of Agricul- 
ture, with the permission of the Bureau of the 
Census, Department of Commerce. 


farms, or about a tenth of the total 
number of rented farms in the United 
States. ; 

Of the two political units, county and 
state, the county is the more useful for 
general purposes in studying the extent 
to which rented farms are owned by 
absentees. The states vary considerably 
in size and in their facilities for trans- 
portation and communication. 

In using the county figures, a point 
to keep in mind is that the post-office 
address of the landlord has been con- 
sidered in relation to the county in 
which the rented land is located. How- 
ever, a landlord may live in another 
county from the one in which his farm 
lies, and yet be close to his farm if his 
residence is just across the county line. 
It would scarcely be fair to regard such 
a landlord as an absentee. He would 
be more of an absentee if he retained 
his farm and moved his residence to a 
far corner of the county in which his 
property happened to be located. And 
in the case of farms near state boun- 
daries, a landlord resident just across 
the state line might be less an absentee 
than he would if he lived in the same 
county as the farm but in a far corner 
of it. 

It does not necessarily follow that a 
landlord whose post-office address is in 
another county, or even in an adjoining 
state, does not live in the county in 
which his farm lies. This paradox may 
arise in the case of a landlord living 
near a county or state line but getting 
mail from a town just over the line. On 
the contrary, a landlord who gets mail 
from a town in the county in which his 
farm is located may not live in that 
county or state, but just over the line. 
However, cases such as these are excep- 
tional, and for practical purposes they 
may be overlooked, as variations of such 
a character tend to offset one another. 
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Partly in order to allow for such cir- 
cumstances a further classification was 
made to determine the proportion of 
rented farms owned in 1920 by land- 
lords resident in the county and adjoin- 
ing counties and also the proportion 
owned by landlords resident in the state 
and adjoining states. In view of 
present-day facilities for transportation 
and communication a landlord resident 
in the county or in any county adjoining 
the county containing his rented farm 
can hardly be regarded as an absentee. 


Trend of Absentee Ownership, 
1900-1920 


In the 20 years between 1900 and 
1920 a slight decrease seems to have 
occurred in the proportion of rented 
farms owned by absentees, counting as 
absentee-owned farms those owned by 
landlords resident out of the county. In 
1900, 78.8% of the rented farms were 
owned by persons resident in the same 
county, and 94.7% were owned by 
persons resident in the same state. In 
1920, of the rented farms in 184 coun- 
ties scattered in 24 states, 80.4% were 
owned by persons resident in the county 


and 94.9% were owned by persons 
resident in the state. 

In 1920 the tenant farms owned by 
landlords resident in the same or in 
adjoining counties were 92.5% of the 
farms studied. At that time only 2.1% 
of the farms studied were held by per- 
sons not resident in the state or in 
adjoining states. 

Absenteeism was more general both 
in 1900 and in 1920 in northern and 
western states than in the South and 
more general in the more western of 
the north central states than in those 
to the East. 

An insignificant proportion of the 
farms in the 184 counties studied in 
1920 were the property of owners resi- 
dent in foreign countries. In 1900 the 
farms reported with owners residing in 
foreign countries, omitting owners resid- 
ing abroad but maintaining legal resi- 
dence in the United States, numbered 
1,097. They had a total acreage of 
224,505, and a value (in 1900) of be- 
tween 5 and 6 millions of dollars. Of 
these farms 367 were owned by resi- 
dents of Canada and 308 by residents 
of the British Isles. Only 3 foreign 
owners had as many as 20 farms. 


Tasie I. Ho.pincs 1n 1900 oF LANDLORDS RESIDENT IN THE SAME CouUNTY AND STATE 
AS THEIR RENTED FARMS, COMPARED IN SIZE AND VALUE PER ACRE WITH 
Ho.pincs oF LANDLORDS OF More REMOTE RESIDENCE 





























AVERAGE RENTED AREA HELD By | VALUE PER ACRE OF RENTED AREA 
LANDLORDS RESIDENT Hgxp sy Lanpiorps RESIDENT 
GrocraPuic Division In Same State In Same State 

y oy 
aaa Cotte State county Counties State 

Acres Acres Acres Dollars Dollars Dollars 
North Atlantic................. 104 III 112 45 42 35 
North Central.................. 120 142 183 39 33 26 
South Atlantic................. 68 97 133 12 9 13 
South Central.................. 59 100 136 13 9 8 
ig os k yak nen peace 294 480 311 21 17 17 
United States.................. 85 126 159 26 a1 19 
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In 1920, 558,580 farmers owned 
part of the land they farmed and rented 
the rest from other landowners. In a 
sense these farmers were owner-farm- 
ers but in another sense they were 
tenants of the men from whom they 
rented. Approximately half of these 
part-owner farmers were in the north 
central states. Study of nearly 8,000 
tracts rented to part owners in the 
north central states indicates that 68% 
were owned by persons resident in the 
same county as the land and 85% by 
persons resident either in adjoining 
counties or in the same county. There 
was less absenteeism than this with 
respect to farms operated by tenants 
who owned none of the land which they 
farmed, the figures for 1920 for coun- 
ties studied in the north central states 
showing 74% of such tracts owned by 
landlords resident in the same county, 
and 89% by landlords resident in the 
same or in adjoining counties. 

Study of the ownership of upwards 
of 5,000 manager-operated farms 
revealed that 73% were owned by 
landlords resident in the county and 
87% by landlords resident either in the 
same county or in adjoining counties. 


Absentee Ownership of Rented Farms, 
Acreages and Values Compared 


Most of the discussion of absentee- 
ism in this paper is in terms of rented 
farms. Farms vary considerably in 
size and value, however, and it appears 
from a study of ownership of rented 
farm property in 1900 (Table I) that 
landlords who lived relatively far from 
their farms had holdings of rented farm 
property greater in size but less in per 
acre value than landlords who lived 
near their farms. It is, therefore, of 
interest to compare the percentage of 
rented farms owned by landlords not 


resident in the county or in any of the 
adjoining counties with the percentage 
of the rented acres and the percentage 
of the value of land and buildings 
owned by these landlords. The amount 
of absenteeism is perhaps minimized 
where the number of farms is made the 
basis of discussion, whereas more em- 
phasis could be given to the amount of 
absenteeism if the discussion were cen- 
tered around acres or values. 

Of the rented farm property studied 
in 184 counties, 7.5% of the farms, 
12.4% of the acres, and 11.2% of the 
values represented were owned in 1920 
by landlords resident neither in the 
county nor in any of the counties ad- 
joining the county containing the 
property. From this we may infer that 
the farms of the absentee class of own- 
ers, in line with conditions in 1900, were 
somewhat larger but less in value per 
acre in 1920 than the farms of near- 
by owners. By subgrouping the 184 
counties to distinguish conditions in the 
different sections of the country, the 
same tendencies seem to hold through- 
out (Table II). 

Any close comparison of the 1900 
and the 1920 studies of absenteeism 


Taste II. Extent to WuicH RENTED 
Farm Property Was Ownep sy LAND- 
LORDS NOT RESIDENT IN THE COUNTY 
oR IN ANY OF THE ADJOINING Coun- 
TIES. SELECTED AREAS, 1920 




















AREAS OF STUDY Own SY ADSENTESS” 
Location | Wal] Parma | Acne [endaaa 
r) oO ‘arms 
Coun’s Buildings 
North Eastern....... 19 4.8% | 5.7% | $.1% 
Chesapeake-Delaware} 
nsula......... 14 9.2 12.4 11.8 
North Central....... 85 10.8 14.4 12.2 
South Eastern....... 32 2.8 44 6 
East South Central... 12 5.6 a 0 
West South Central. . 13 | 10.2 14.8 11.1 
iformia.........+. 9 | 15.6 21.2 18.7 
All areas..........+- 184 9.8% | 32.4% | 13.2% 
a a 
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Taare III. Comparison oF ExTENT TO WHICH RENTED Farm Property Was Ownep 
By LaNpLorps Not RESIDENT IN THE COUNTY IN 1900, WITH FIGURES FOR 
SELECTED COUNTIES IN 1920* 




















RENTED FARM PROPERTY OWNED BY ABSENTEES 

Value of Land and 

1900 1920* 1900 1920* 1900 1920* 

North Atlantic........... 20% 14% 21% 16% 19% 14% 
North Central........... 26 26 31 30 26 28 
South Atlantic........... 20 17 27 22 24 20 
South Central............ 18 16 29 22 22 17 
Western Dita s ialne Sa NORE 33 34 42 45 37 40 
United States............ 21 20 30 27 25 26 




















* The number of counties in the several geographic divisions used to obtain the 1920 figures is limited to 19 for the north 
Atlantic, 85 for the north central, 35 for the south Atlantic, 36 for the south central, and 9 for the western division. 


with a view to determining whether 
absenteeism is or is not increasing is 
likely to lead to somewhat questionable 
conclusions. The 1920 figures pertain 
only to 184 counties, whereas the 1900 
figures cover all the counties of the 
country. However, it seems worth 
while to attempt the comparison in a 
limited way. Table III divides the 
country into five geographic divisions 
and gives the percentage of rented 
farms, rented farm acres, and value of 
rented farm land and buildings owned 
in 1900 by landlords resident out of the 
county, with the corresponding figures 
for limited numbers of counties in the 
same geographic divisions in 1920. In 
the north central division 85 counties 
were averaged to obtain the 1920 fig- 
ures and these show landlords not 
resident in the county to be the owners 
of 26% of the rented farms, 30% of 
the rented farm acreage, and 28% of 
the value of the rented farm real 
estate. These figures correspond very 
closely with the results of the 1900 
study. The failure of the 1900 and 


1920 figures for the other divisions of 
the country to correspond as well as the 
north central figures may be attributed 


more to the inadequacy of the 1920 
examples than to any change in the 
extent of absenteeism during the 20- 
year interval. 

As a means of simplifying compari- 
son between the various states as to the 
amount of property owned by landlords 
resident out of the county, the states 
have been arranged in eight groups of 
six each and numbers from one to eight 
given each state to indicate in which of 
the eight groups it belongs. This 
method makes it feasible to compare 
the states with a fair degree of readi- 
ness with respect to three aspects of 
absenteeism, namely ownership of 
rented farms, ownership of rented 
acres, and ownership of the value of 
rented farm real estate. States which 
appear in any one of the eight groups 
on account of the importance of absen- 
teeism with respect to ownership of 
rented farms usually appear also in the 
same or in some nearby group with 
respect to the ownership of rented acres 
or value of rented farm property. _Ili- 
nois, for example, is one of the six 
states taking fourth rank with respect 
to the percentage of its rented farms 
owned by residents out of the county. 
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It is also one of the six states taking 
fifth rank with respect to the per- 
centage of its rented acres owned by 
residents out of the country, and it is in 
the fifth group with respect to the per- 
centage of the value of its rented farm 
property held by owners resident out of 
the county (Table IV). The compari- 
sons are based on the 1900 census. 
Comparison of the 1900 statistics for 
the various states shows that Califor- 
nia, Colorado, South Dakota, and 
Nebraska rank highest in prevalence of 
absenteeism. They rank with the six 
states showing the most absenteeism 
when measured by the percentage of 
rented farms owned by landlords resi- 
dent out of the county, and they also 
rank with the six states with the most 
absenteeism in terms of rented acres 
and value of rented farm real estate. 


TaBLe IV. PERCENTAGE OF RENTED FARM 


Among other states which deserve 
attention because of the importance 
of absenteeism as shown by the present 
comparison, Idaho, North Dakota, Kan- 
sas, Minnesota, Washington, Maine, 
and West Virginia should be men- 
tioned. Among states which had the 
least absenteeism may be mentioned 
Rhode Island, New York, Pennsylva- 
nia, Wisconsin, North Carolina, South 
Carolina, Kentucky, and Tennessee. 
Utah, the state which in 1900 appar- 
ently had the least absenteeism, mea- 
sured in percentage of rented farms 
owned by landlords resident out of the 
county, apparently had the most absen- 
teeism measured in percentage of 
rented acres owned by landlords resi- 
dent out of the county. This incon- 
sistency results from the fact that the 
rented farms owned by out-of-county 


Property IN EacH STATE OWNED IN 1900 


BY RESIDENTS OuT oF CouNTY 






































Relative Relative 
PROPERTY DESCRIPTION | Position PROPERTY DESCRIPTION Position 
among among 
LocaTION the States LocaTION the States 
Arranged Arranged 
Farms | Acres Value jin 8 Equal Farms | Acres Value jin 8 Equal 
Groups* Groups* 
WN arene cop cscecors 29.1% | 32.9% | 30.7% 2-3-2 West Virginia....... 25.6% | 37.5% | 31.5% | 4-2-2 
New Hampshire....} 29.5 32.4 29.2 2-3-3 North Carolina...... 16.8 23.5 20.5 8-6-7 
Vermont.......... 20.9 20.5 18.2 5-8-8 South Carolina...... 16.2 23.1 19.1 8-7-8 
Massachusetts..... 25.7 27.5 27.7 3-5-3 GOOTRIB. 6 oc cccccces 21.3 26.9 23.9 5-5-5 
Rhode Island...... 17.8 22.4 15.1 7-7-8 Florida............. 21.4 28.2 29.6 5-4-3 
Connecticut....... 22.1 24.0 21.7 5-6-6 Kentucky. . 15.5 23.4 20.1 8-7-7 
New York......... 19.1 19.8 19.5 7-8-8 Tennessee. . 15.8 22.0 18.8 8-7-8 
New Jersey........ 25.9 26.8 25.6 3-5-4 Alabama... ovech IGA 23.1 21.8 6-7-6 
Pennsylvania. ..... 18.9 20.3 17.5 7-8-8 Mississippi......... 19.8 23.1 23.0 6-7-5 
Begievia cess + ve 22.3 23.7 21.7 5- Arkansas........... 19.1 25.3 23.4 6-6-5 
Indiana........... 22.7 27.2 23.9 4-5-5 Louisiana........... 18.2 24.3 22.9 7-6-6 
Illinois............ 23.2 26.0 24.0 4-5-5 Oklahomat. -| 17.6 30.6 29.7 7-2-2 
Michigan.......... 24.1 24.7 20.8 4-6-7 Texas..... 18.1 34.6 22.6 7-2-6 
Wisconsin......... 20.6 21.6 19.9 6-8-7 Montana 25.0 II.t 23.4 4-8-5 
Minnesota......... 31.3 34.6 31.7 2-3-2 BMG Gacees.cccenee 33.2 36.0 35.0 1-2-1 
OWB. cece eee eens 27.4 31.1 29.0 3-3-3 Wyoming........... 31.8 12.5 22.9 2-8-6 
Missouri...... .+| 24.1 30.1 24.3 4-4-4 Colorado........... 36.3 41.1 35.6 I-I-I 
North Dakota..... 32.3 34.5 33.7 1-3-1 New Mexico. 19.4 36.6 30.3 6-2-2 
South Dakota...... 41.0 43.9 40.2 I-I-I Arizona. 17.5 26.0 25.0 8-5-4 
Nebraska.......... 34.2 40.8 33-7 I-I-I Utah..... 14.0 76.5 19.6 8-1-7 
Kansas............ 32.3 38.1 33.1 2-1-2 Nevada............ 28.2 29.0 28.4 3-4-3 
Delaware.......... 20.8 33.9 21.1 6-3-7 Washington.........] 32.1 37.5 29.2 2-2-3 
Maryland......... 26.6 30.4 26.5 3-4-4 Oregon............. 28.7 29.4 25.7 3-4-4 
Virginia........... 21.4 30.7 26.9 5-4-4 California.......... 36.6 49.9 41.6 I-I-1 





























* With regard to its rank relative to other states in the percentages of rented farms, rented acres, and value of rented farm 
Property owned by persons resident out of county, each state has been given a number from 1 to 8. The lower, first rank, 
numbers designate the states with the largest percentages, and the highest. numbers designate the low rank states, those with the 
lowest percentages. The first number given refers to the position of the state relative to other states in percentage of tenant 
farms owned by out-of-county residents, the second number refers to the rank of the state relative to the percentage of rented 
acres owned by out-of-county residents, and the third number refers to its relative rank in the percentage of rented farm values 
owned by out-of-county residents. In each of the three categories each of the 8 numbers appears 6 times, thus providing three 


numbers for each of the 48 states. 


ft Indian Territory and Oklahoma Territory have been grouped under Oklahoma. 
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TABLE V. PERCENTAGE OF RENTED Farms 1N SELECTED AREAS HELD IN 1920 BY 
ABSENTEE OWNERS 

















Countigs Stupiep Panquemees 4 Zanree Vanes 
STATE Out of the 
Number Location in States “222 ‘ theAdi ining “se 
Counties 
errr rere. 5 | Western 15.5% me) 2. 
New York and New Jersey..... 5 | Scattered 4 - 6. % 
Pennsylvania.................. 9 | Eastern 12.3 4.9 2.0 

er 11 | Western 20.9 4-4 4:4 
ESRD FUE eienrrne 11 | Northern 24.8 8.5 .2 
ERE areeirerciee fas: 10 | Central 25.6 II.4 6.4 
NN 55) 6-5 0 Ln wie acento an 8 | Southern 22.0 7.0 6.4 
Wisconsin.................... 6 | Southern 17.6 4.5 4.3 
NR Si uel Kenia 8 seal 7 | Northwestern | 32.5 14.6 9.2 
Deity uns sal ners eae ye 11 | Central 26.5 9.6 5.8 
North and South Dakota....... 11 | Eastern 38.4 25.7 25.1 
EN arenas incr eee 4% ...-| 10 | Central 29.7 14.0 8.0 
9550 wie aces acca 3 | Entire State 20.3 8.5 11.2 
0 Nr rr rr 9 | Eastern 25.7 12.2 12.2 
RETURNS arcane nearer 2 | Eastern 6.3 3.6 2.4 
Virginia and North Carolina. ... 9 | Central 18.9 3.1 6.3 
North Carolina and South Car- 

5 OEE ELIAS: 6 | Central 12.1 2.4 5.9 
i Saxe ch, dae deena 6 | North Central | 19.0 3-5 0.6 
ie in sob xn com wwe 3. | Western 12.5 1.8 2.2 
ER rene en 8 | Central 17.2 3.3 1.0 
ay 4d k ken eae ee 3 | Central 17.8 6.2 1.6 
I ico on yaitw ac deoe ye 5 | Western 12.6 5.7 3.0 
I i gi ce bcd ie dca 4 | Central 17.0 1.8 1.2 
CIID 5 5 occ ee eeedeeees 4 | South Central | 20.3 8.1 6.8 
ne ee § | Southwestern | 35.8 25.3 17.0 
EE ert: 4 | Central 13.1 5.4 0.8 
IE 55. cs Cure acs aapek toe 9 | Central 34.1 15.6 14.0 
NG bo ss tao sip chine youeem 184 | As above 19.6% | 7.5% | 5.1% 

















residents included some with very large 
acreages of low-value land, a fact that 
suggests itself from the relative rank of 
the state with respect to the percentage 
of rented farm real estate values owned 
by landlords resident out of the county. 


Differences in Absenteeism Shown by 
a Study of Conditions in 1920 


The 184 counties in which absentee 
ownership in 1920 was studied may be 
thrown into 27 different groups of 


from 2 to II counties each, the agricul- 
ture of the counties of each group being 
somewhat similar (Table V). Absen- 
teeism in these groups was studied with 
regard to the percentage of rented 
farms owned by landlords resident out 
of the county, the percentage of rented 
farms owned by landlords resident out 
of the county and the adjoining coun- 
ties, and the percentage of rented farms 
owned by landlords resident out of the 
state. By each of these measures the 
most absenteeism appears to have been 
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associated with the rented farms of the 
11 counties of the North and South 
Dakota group, followed closely by the 
group of § counties studied in south- 
western Oklahoma and by the group of 
g California counties studied. Among 
the other areas worth noting because of 
the considerable proportion of rented 
farms owned by absentees may be men- 
tioned northwestern Iowa, central Kan- 
sas, and the eastern shore of Maryland. 
Measured by the percentage of rented 
farms owned by landlords resident out 
of county and adjoining counties, the 
least absenteeism is shown by the group 
of four Louisiana rice-growing counties 
and by the group of three tobacco-grow- 
ing counties in western Kentucky. 
Among the other areas worth noting 
because of the small proportion of 
rented farms owned by absentees may 
be mentioned the tobacco-growing area 
central along the boundary of Virginia 
and North Carolina, the area of blue- 
grass counties in Kentucky, the cotton- 
growing area central along the boun- 
dary of North and South Carolina, and 
the Pennsylvania, Ohio, Wisconsin, 
Georgia, and eastern Virginia areas. 


Local Differences in Absenteeism 
in 1920 


In considering the question of absen- 
teeism it is important to study local 
differences, as most states are so large 
that serious local problems may be 
almost totally concealed in the state 
average. Landlords who have many 
farms usually own in but one or few 
communities, but in the communities in 
which they own the methods by which 
they handle their land may have an im- 
portant bearing onthe social and 
economic life of the people resident 
there. It is possible to present here- 
with for 184 representative counties a 


grouping based on the percentage of 
rented farms owned in 1920 by land- 
lords resident neither in the county nor 
in any one of the adjoining counties. 
The figures reveal considerable differ- 
ence between counties, and it is highly 
probable that even greater differences 
would be shown between townships and 
smaller localities in the extent of absen- 
teeism, if the figures necessary to make 
such comparisons were available. 

In 23 of the 184 counties studied, 
over a fifth of the rented farms were 
owned by landlords resident neither in 
the county nor in'any one of the ad- 
joining counties. In 3 counties—Dick- 


Taste VI. Extent To WuicH RENTED 
Farms IN 184 CountTizEs WERE OwNED 
IN 1920 BY LANDLORDS RESIDENT 
NEITHER IN THE County Nor IN 
Any ONE OF THE ADJOINING 

















CounrTIEs 
PERCENTAGE OF RENTED 
Coun- Farms OWNED BY THE 
TIES ABSENTEE GRouUP 
STATE Stup- 
IED 

31 or 

1 to 5 | 6to 10 |rz to 20] More 

Coun’s | Coun’s | Coun’s | Coun’s 
New York...... 8 4 3 ° I 
New Jersey... .. 2 ° ° 2 ° 
Pennsylvania. . . 9 7 I 1 ° 
Ohig........-. 11 6 4 I ° 
Illinois......... a1 ° 15 6 ° 
Michigan....... 8 ° 7 I ° 
Wisconsin... ... 6 5 ° 1 ° 
Oe ee eee 18 ° 12 4 2 
North Dakota...| 10 ° ° I 9 
South Dakota... 1 ° ° ° I 
Kansas.........| 10 ° 2 6 2 
Delaware....... 3 ° 3 ° ° 
Maryland...... 9 ° 4 5 ° 
Virginia........ 6 5 I ° ° 
North Carolina..| 9 9 ° ° ° 
South Carolina..| 2 2 ° ° ° 
Georgia........ 6 5 I ° ° 
Kentucky...... II 11 ° ° ° 
Alabama....... 3 I 2 ° ° 
Mississippi... . . 5 2 3 ° ° 
Louisiana.......} 4 3 1 ° ° 
Oklahoma...... 9 ° 4 1 4 
Texas.......... 4 2 2 ° ° 
California. ..... 9 2 ° 3 4 
24 States....... 184 64 65 32 23 
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Tasie VII. Tenant Farms Ownep sy LANDLORDS RESIDENT WITHIN THREE Mizgs 
OF THE FARMERS, IN REPRESENTATIVE Groups OF COUNTIES, 1920 











States ConTAINING CouNTIES STUDIED 


CounrTIES FARMS 
STUDIED 


TENANT FARMS WITHIN THREE MILES 
OF THE LANDLORD'S RESIDENCE 





TENANT 
Tenant Farms of Landlords 
Average | Reporting Their Tenants to 
of all Number 
farms 


STupDIzD 





I 2, 3, or 4/5 or More 





New York, New Jersey, Pennsylvania, 
Delaware, Maryland................ 


Ohio, Illinois, Michigan, Wisconsin, Iowa, 
North Dakota, South Dakota, Kansas 


Virginia, North Carolina, South Carolina, 
Georgia, Kentucky................. 


Alabama, Mississippi, Louisiana........ 


Oklahoma, Texas, California........... 


31 5,129 | 62% | 65% | 62% | 55% 
85 | 24,367 | 42 | 48 | 43° | 29 


34 9,494 | 70 79 78 62 
12 | 9,060 | 64 |73 | 74. | 62 


22 | 6,379 | 51 | 52 | 52 | 40 





ORO OS os sks op a Ee Be 





184 | 54,429 | 53% | 54% | 53% | 52% 




















inson County, Iowa, Kiowa County, 
Kansas, and Madera County, Califor- 
nia—as many as three-eighths of the 
rented farms were owned by landlords 
resident neither in the county nor in 
any of the adjoining counties. The 23 
counties in which over a fifth of the 
rented farms were owned by such ab- 
sentees included 10 of the 11 Dakota 
counties studied, 4 of the 9 Oklahoma 
counties, 4 of the 9 in California, the 
others being in Kansas, Iowa, and New 
York (Table VI). 

Since county figures are used so gen- 
erally throughout this article it may not 
be out of place to consider the extent 
to which farm landlords own in more 
than one county or state. Obviously if 
a landlord who lives out of the county 
is judged to be an absentee, then all 
landlords who own rented farms in 
more than one county would be classed 
as absentees. Of a total of over 


20,000 landlords who answered a ques- 


tionnaire asking the number of counties 
and states in which they owned land, 
12% reported ownership in more than 
one county and 3% reported ownership 
in more than one state. Not all land- 
lords who reported land holdings in 
more than one county owned rented 
farms in more than one county. Most 
of the landlords had but one tenant, yet 
4% of those who had but one tenant 
reported themselves owners in more 
than one county and 1% owners in more 
than one state. The 1920 index of 
ownership in 184 counties indicated that 
about 3% of the rented farms were 
owned by persons owning rented farms 
in more than one of the 184 counties. 


Proportion of Rented Farms Owned by 
Residents within Three Miles 


In the questionnaire sent to landlords 
in the 1920 study information was ob- 
tained as to the number of tenant farms 
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owned by the landlords reporting which 
were within three miles of their resi- 
dence. To simplify comparison the 
replies have been brought together into 
a few geographic groups and distinction 
made as to the size of the landlords’ 
holdings of rented farms, for it is rea- 
sonable to assume that the more farms 
a landlord has, the smaller the number 
which are likely to be within three miles 
of his residence (Table VII). 

The replies indicate that 42% of the 
tenant farms of the north central states 
are within three miles of the residence 
of the owner as compared with 62% of 
the tenant farms of certain northeast- 
ern states, and 64% or more of the 
tenant farms of certain southern states. 
Of all the farms owned by the land- 
lords replying to the question, 53% 
were within three miles of the residence 
of the owner. There is a consistent 
decline in the percentage of farms 
within three miles as one compares 
farms of owners with one tenant with 
farms of owners with two, three, or 
four tenants, and farms of owners with 
two, three, or four tenants with farms 
of owners with five or more tenants. 

The close association of southern 
landlords with their land is indicated 
by the fact that 62% of the rented 
farms of southern landlords with five 
or more rented farms were reported to 
be within three miles of the owner’s 
residence. 


Extent to Which Farm Landlords 
Reside on Farms 


Replies of landlords show important 
differences between different parts of 
the country with respect to living or not 
living on farms. About two-thirds of 
the landlords who lived in the South 
lived on farms, whereas only a third of 
the landlords reporting from the Corn 


Belt states and something more than a 
third of those reporting from states 
along the northeastern seaboard lived 
on farms. Grouping the landlords who 
reported from the Great Plains states 
together, over half reported their resi- 
dence to be on a farm, but this figure 
is something of a mean between variant 
conditions in the North and South, for 
less than half of the Dakota and Kan- 
sas landlords lived on farms, while 
two-thirds of the Oklahoma and Texas 
landlords lived on farms (Table VIII). 


Cash Versus Share Rent as Affecting 
Absenteeism 


In 1920, 75.5% of the farm tenants 
of known status paid share rent. What- 
ever the facts concerning the distance 


Taste VIII. Farm Lanpiorps RESIDENT 
oN Farms, IN Towns or Less THAN 
5,000, AND IN TOWNS oR CITIES OF 
5,000 AND Mork, IN 1920 








LANDLORDS OF RENTED FARMS 








RESIDENCE 
STATES CONTAINING 
THE COUNTIES cones Served by. 2 Pos Post- 
Studied | Ona f Stoae he 
Farm pulation® 





Lessthan{ 5,000 or 
5,000 More 





New Vert. be Jer- 
sey, Pennsylvania, 
Delaware, Mary- 
WO o cnc cescaecs 3,625 37% 84% 16% 


Ohio, Illinois, Mich- 
igan, Wisconsin, 


OWA. we reeseccee 11,302 33 7s 25 


California....... : 5.473 | $3 6s 3s 


Virginia, North Caro- 
lina, South Caro- 





lina, Georgia, Ken- 

tucky, Alabama, 

Mississippi, Louisi- 

Gace cccavecces 3,862 67 92 8 
FOAMiccccsscces 24,262 | 43% 11% 23% 

















*Landlords resident on a farm are included under those 
served by a post-office in city or town of than 5,090. 
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Taste IX. Extent or OWNERSHIP OF CASH- AND OF SHARE-RENTED FARMS BY PERsoNsS 
Not RESIDENT IN THE SAME COUNTY AS THE FARMS, 1900 



































Cash- Shares Cashe Shar 
Rented Rented Rented Rented 
State Farms Farms State Farms ‘arms 

Absenteee | Absentee- Absentee | Absentee- 

Owned Owned Owned 
iiss nm k saord 31% 23% West Virginia......... 34% 21% 
New Hampshire........ 32 21 North Carolina........| 24 15 . 
Vermont.............. 25 17 South Carolina........ 18 13 
Massachusetts......... 27 19 Georgia.............. 26 18 
Rhode Island.......... 18 13 Plowids............... | 23 17 
Connecticut........... 24 15 Kentucky............ | 23 13 
New York............. 24 16 Tennessee............ 21 13 
New Jersey............ 31 20 Ric ies eed 23 15 
Pennsylvania.......... 24 16 Mississippi........... 20 19 
SY 27 20 Arkansas............. 25 16 
Indiana............... 28 21 Louisiana.............| 20 17 
inset. oHa6k 25 22 Oklahoma............ 28 13 
Michigan.............. 29 22 i ov ane Swi 25 17 
Wisconsin............. 24 18 Montana............. 30 20 
Minnesota.............| 35 30 ree 32 
Wot iene Keke sen 29 25 Wyoming.............| 36 29 
Missouri.............. 28 22 Colorado............. 44 32 
North Dakota......... 36 32 New Mexico.......... 27 17 
South Dakota.........; 45 40 Arizona.............. 24 8 
Nebraska............. 36 33 rere 10 
Kansas............... 39 30 Ee: 32 21 
Delaware.............. 24 21 Washington...........| 36 28 
Maryland............. 32 25 Oregon............... 34 25 
Virginia...............| 28 18 California............ 36 38 
at which farm landlords live from owners themselves, through managers 


their farms, the fact that so large a 
proportion of farms are owned by 
landlords who share the receipts and 
risks with their tenants suggests the 
existence of a certain community of 
interest between landlords and their 
tenants that would not be likely to exist 
if, say, 90% of the rented farms were 
leased on a cash basis. 

When the census of 1920 was taken, 
the tenants who paid cash, standing or 
unspecified rents were 10.1% of the 
farmers of the country. These tenants 
occupied farms the owners of which, if 
not absentees, at least rented in a way 
that made their presence in the vicinity 
of their farms unnecessary. The other 
89.9% of the farms were worked by the 


or through tenants on shares, methods 
that imply residence by the owner on 
the land or the giving of a degree of 
supervision such as would necessitate 
the employment of an agent if a land- 
lord did not have implicit faith in his 
tenant or manager or live near enough 
personally to supervise him. 

Beginning in 1880 when the Bureau 
of the Census first secured information 
on the tenure of farm occupants, the 
census has published figures showing 
the number of cash- and the number of 
share-rented farms. In the earlier 
reports, those for 1880, 1890, and 
1900, rented farms on which the rent 
was not specified were included with 
farms rented for cash. Except in the 
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TABLE X. COMPARISON BETWEEN LANDLORDS RESIDENT IN THE COUNTY AND LAND- 
LORDS RESIDENT Out oF STATE IN THE ExtTENT TO WHICH THEY RENTED 
Tueir Farms For CAsH IN 1900 




















Farms RENTED For CASH Farms RENTED sor Casn 
Farms of Landlords Farms of Landlords 
LOcaTION OF Resident LocaTION OF Resident 
RENTED FaRMS—STATE RENTED Farms—STatTE 
In County |Out of State; In County | Out of State 

Maine.............. 71% 28% West Virginia......... 32% 8% 
New Hampshire...... 72 83 North Carolina........ 20 33 
Vermont............ 47 64 South Carolina........ 58 72 
Massachusetts....... 85 88 CN koe 5.0.x kde 41 56 
Rhode Island........ 94 94 | | eee 71 85 
Connecticut......... 77 89 Kentucky............ 20 43 
New York...........| 42 63 Tennessee............ 29 44 
New Jersey.......... 46 68 Alabama............. 55 68 
Pennsylvania........ 38 56 Mississippi........... 51 51 
RSS 29 47 Arkansas............. 31 54 
NN ook en ea és 19 30 Louisiana............. 42 $7 
Sree 36 44 Oklahoma............ 25 25 
Michigan............} 27 42 Reece 13 29 
Wisconsin........... 42 58 Montana............. 44 61 
Minnesota........... 17 21 Ns iiss cewewkens 22 27 

es heck by one 54 62 Wyoming............. 43 54 
Missouri............ 34 45 Colorado............. 33 50 
North Dakota....... 13 16 New Mexico.......... 19 40 
South Dakota........ 14 15 pO 55 77 
Nebraska........... 24 27 isc knees 24 58 
SEES eeererere 26 36 Nevada.............. 61 54 
Delaware............} 15 20 Washington........... 44 $3 
Maryland........... 23 35 re 37 59 
Virgimia............. 29 47 California............ 54 62 























1920 report there has been no distinc- 
tion made by the census between farms 
rented for standing rent and farms 
rented for cash rent. 

Considering together the farms 
rented for cash rent, the farms rented 
for standing rent, and the rented farms 
for which the rent was not specified, we 
have a figure which is fairly comparable 
for the various censuses. There was 
an upward trend in the extent to which 
tenant farms were rented for cash 
(cash, standing, and unspecified rent) 
between 1880 and 1890 and again be- 
tween 1890 and 1900, with a downward 
trend between 1900 and 1910 and 


again between 1910 and 1920, bringing 
the 1920 figure to the lowest it had 
been up to that time. The percentage 
of tenant farms rented for cash and 
unspecified rents was 31 in 1880, 35 in 
1890, 37 in 1900, 35 in 1910, and 26 
in 1920. 

Cash renting requires considerably 
less supervision and risk on the part of 
the landlord than share renting and 
cash renting is generally best fitted to 
the requirements of the absentee land- 
lord. However, the fact that 48% of 
the Iowa tenant farms of specified 
tenure were rented for cash in 1920 as 
compared with 6% of the tenant farms 
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cf North Dakota is by no means a 
measure of the extent to which the ten- 
ant farms of each state are owned by 
absentees. Such statistics as are avail- 
able seem to indicate that there is even 
less absenteeism in Iowa than there is 
in North Dakota. In 1900 about 27% 
of the rented farms of Iowa and 32% 
of the rented farms of North Dakota 
were owned by landlords resident out 
of the county. In 1920 about 28% of 
the rented farms in 18 Iowa counties 
were owned by landlords resident out 
of the county, as compared with 40% 
of the rented farms in a group of 10 
North Dakota counties. In short, while 
cash renting is favorable to absenteeism 
it is probably rather futile to attempt 
to correlate absenteeism with percent- 
age of tenant farms rented for cash for 
the purpose of comparing the various 
states and divisions of the country. 
Local custom and preferences for one 
form of rent as compared with another 
have too much to do with determining 
the proportion of farms rented in any 
given manner. 

Of the two classes of landlords, those 
renting their farms for cash and those 
renting on shares, it is safe to assume 
that those renting for cash are the 
least interested in their farms and ten- 


ants. Figures made available in con-., 


nection with the census of 1900 show 
that they are also more likely to be 
absentees as measured by the dis- 
tance they live from their farms. 
Landlords resident out of the county 
containing their rented farms owned 


19% of the share-rented farms, whereas 
they owned 25% of the cash-rented 
farms in 1900. At the time, owners 
resident out of the state had 4.5% of 
the share- as compared with 6.7% of 
the cash-rented farms. In every state 
except California a larger proportion 
of the cash- than of the share-rented 
farms were owned by landlords resi- 
dent out of the county. In some states 
it is apparently difficult for a landlord 
resident out of the county to rent his 
land successfully on shares. This ac- 
counts for much of the difference in 
the percentage of cash- and of share- 
rented farms owned by landlords resi- 
dent out of the county. In Kansas, 
for instance, out-of-the-county residents 
owned 39% of the cash- as compared 
with 30% of the share-rented farms; 
for Montana the corresponding per- 
centages were 30 and 20 respectively, 
and for North Carolina they were 24 
and 15 respectively. 

On the other hand, in some states it 
is evidently as common for absentees 
to rent on shares as for cash, perhaps 
because tenants are more reliable, pos- 
sibly because share renting pays 
enough to make it worth while to em- 
ploy an agent. Thus, where Iowa 
landlords resident out of the county 
owned 25% of the share-rented farms, 
they owned only a little larger propor- 
tion, 29%, of the cash-rented farms, 
and in Illinois a similar group of land- 
lords owned 22% of the share- and 
25% of the cash-rented farms (Tables 
IX and X). 
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A FAIR RETURN FOR PUBLIC UTILITIES’ 


By JOHN H. BICKLEY 


that a public utility is entitled to a 

fair return on the fair value of its 
property used in public service, atten- 
tion has been given primarily to the 
latter element. Many theories have 
been developed as to what constitutes 
value for rate purposes. In proceed- 
ings before commissions and courts, 
volumes of testimony and exhibits are 
presented on the elements which courts 
have declared must be considered in 
arriving at this factor. 

Estimates of reproduction cost and 
studies of original cost of property are 
prepared in minutest detail. The items 
of useful property and the unit prices 
are made the battling grounds by 
opposing parties, and the reasonable- 
ness of rates is decided largely on the 
basis of what constitutes fair value. 

This emphasis upon the rate base 
has been an outgrowth of the condi- 
tions under which regulation by public 
service commissions has developed and 
functioned and of the general attitude 
which has prevailed. It was thought at 
first that the base having once been 
determined would remain fixed. For 
this reason, the greatest care was to be 
exercised that the amount determined 
should be neither too high nor too low. 
The next stage was a sudden increase 
in prices and construction costs, and 
with it there was an effort to measure 
the extent to which the fluctuation in 
costs influenced value. This influence 
being a matter of opinion, it became 
necessary to exhaust every factor hav- 
ing a bearing upon value. As a result, 
attention has been focused upon this 


[’ THE application of the principle 


issue, while other questions have been 
relegated to a place of secondary im- 
portance. The rate cases in which valu- 
ations have been made have led to the 
accumulation of masses of data on the 
fixed capital of the individual utility, © 
the units of property, the prices of ma- 
terials and labor at certain periods, and 
the original expenditures by the enter- 
prise in building up its system. Accom- 
panying the preparation of this body of 
useful information, there has been a 
careful recording of new installations 
of property and of the retirements of 
worn-out, obsolete, and inadequate 
facilities, under uniform systems of ac- 
counting prescribed by state and federal 
commissions. The larger utilities, on 
their own initiative, maintain elaborate 
inventories of their fixed capital. 

A perfunctory examination of the 
decisions of public service commissions 
reveals that comparatively little atten- 
tion has been given to what constitutes 
a reasonable rate of return. In dealing 
with fair return, testimony has been of 
a more general nature and hence a body 
of information for guidance on this 
subject has not been created. The 
various factors have not generally been 
weighed in detail, and allowances are 
frequently made as a matter of general 
policy. The practice of at least one 
commission, that of Pennsylvania, has 





1 EprrortaL Note: Mr. Bickley’s manuscript and 
that immediately following by Mr. Dozier were 
received by the editors at about the same time. 
Although the general subject treated is very simi- 
lar, in each article there are differences in point of 
view which in the editors’ opinion justified their 
publication in the same issue. 
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been to allow a flat return of 7%, with- 
out regard to times and circumstances. 
Others appear to have adopted the 
more liberal rate of 8%. Some commis- 
sions decide upon the return in dollars 
and conclude that it will yield a sum 
falling within certain limits. Others en- 
deavor to fix a return commensurate 
with risk. The fixing of an immutable 
rate is manifestly illogical, unreason- 
able, and in conflict with the deliver- 
ances of the highest judicial tribunals. 
Whatever method is followed, there is 
evident a lack of data bearing upon a 
reasonable return and an absence of 
well-devised procedure for deciding 
what is non-confiscatory and what is 
fair to all parties at interest. 

When the weight which attaches to 
small figures is seen, the necessity of a 
painstaking consideration of the per- 
centage return becomes evident. On a 
$100,000,000 property, an item involv- 
ing $100,000 is only one-tenth of 1% 
of the total. Yet, expert witnesses and 
attorneys will struggle for days for the 
exclusion or inclusion of this sum. On 
the other hand, in the matter of rate of 
return, one-tenth of 1%, or $100,000 
income, on a property of $100,000,000, 
has the force of approximately $1,400,- 
000 of assets, if the allowed return is 
7%. Nevertheless, the testimony of 
witnesses and the findings of commis- 
sions are usually in round sums of 6%, 
7%, or 8%, and comparatively no 
effort is made to attain a refinement of 
the rate in a way that reflects its 
importance. 

In one of the earliest and most im- 
portant cases since the advent of regu- 
lation by state commissions,’ the United 
States Supreme Court enunciated the 
guiding doctrine on rate of return: 





* Wilcox v. Consolidated Gas Company, 212 U.S. 
19 at pp. 48-49, decided January 4, 1909. 


There is no particular rate of compensation 
which must in all cases and in all parts of the 
country be regarded as sufficient for capital 
invested in business enterprises. Such com- 
pensation must depend greatly upon circum- 
stances and locality; among other things, the 
amount of risk in the business is a most im- 
portant factor, as well as the locality where 
the business is conducted and the rate expected 
and usually realized there upon investments of 
a somewhat similar nature with regard to the 
risk attending them. ‘There may be other 
matters which in some cases might also be 
properly taken into account in determining 
the rate which an investor might properly 
expect or hope to receive and which he would 
be entitled to without legislative interference. 
The less risk, the less right to any unusual 
returns upon the investments. One who in- 
vests his money in a business of a somewhat 
hazardous character is very properly held to 
have the right to a larger return without 
legislative interference, than can be obtained 
from an investment in government bonds or 
other perfectly safe security. 


In substantially every case in which 
the rate of return has been an issue, the 
same elements have been cited, usually 
by reference to the Wilcox case. A 
utility that is managed with a degree of 
efficiency that investors and consumers 
may expect, must be allowed a return 
that will attract sufficient funds, at 
reasonable cost, to meet its capital re- 
quirements. If the return is inadequate 
for the risk involved, or if the business 
is ineficiently operated, capital will not 
flow freely to the enterprise, if at all, 
and then only at an excessive cost. 
Stock issues will be almost impossible, 
and raising money solely by bonds and 
notes will impose heavy burdens, in- 
crease the risks, and create a dangerous 
financial structure. 

Competition is the rule of the money 
market. The investor is constantly 
seeking the most favorable investment 
as measured by the stability and the 
amount of income, the security of his 
principal, and the possibility of gain by 
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enhancement in market prices. If the 
income and property security offered by 
a public utility is less than that to be 
found in some other industry, capital 
will flow toward the field of greater 
safety. The significance of the allowed 
rate of return is that it is the measure 
of income security and the source from 
which interest and dividends are paid 
and reserves created. A regulatory 
body cannot give a legal guaranty that 
a stipulated return will be earned; the 
force of public action is that under pre- 
vailing conditions the rates charged for 
gas, electricity, water, or any other 
service will not be cut to a point that 
will yield less than the allowed earn- 


ings. xB 


Risk as a Measure of Fair Return 


Witnesses in their testimony and 
attorneys in their briefs frequently say 
that the return must equal that earned 
by other industries incurring approxi- 
mately the same risk. When an exam- 
ination is made of testimony on this 
subject, it is found that witnesses usu- 
ally engage in generalities and in vague 
statements representing opinions rather 
than definitely ascertained facts. Sel- 
dom are any exhibits presented showing 
the earnings of other enterprises subject 
to the same risks. It is difficult to 
learn from the testimony how indus- 
tries having approximately the same 
risk were selected; whether the earnings 
were computed before or after deduct- 
ing depreciation; what the depreciation 
rule and amount were; whether or not 
taxes, particularly those on income, 
were deducted; what were the operating 
ratios, the earnings on various classes 
of securities, the financial structure, and 
other matters of equal importance. In 
a comparison of this kind, it is essential 
to know whether the earnings were for a 


group of industries or for one; if for a 
group, how the members were selected; 
if for one company, why this company 
was selected. Upon what are the earn- 
ings of other companies based—the 
value of fixed capital, the value of the 
property as a whole, the original cost 
of fixed capital, or its reproduction 
cost? These and other relevant ques- 
tions are usually unanswered. 

The principle that a utility should be 
allowed an amount equal to that earned 
by other enterprises having the same 
risk is not one which lends itself to a 
precise measurement of what the rate 
of return should be. The difficulties 
are multitudinous, and the attendant 
dangers to both the utility and the pub- 
lic are clearly and fully set forth by 
Mr. Justice Brandeis in the Southwest- 
ern Bell Telephone case.’ As a first 
step, there must be found an industry 
in which the risk is comparable, and 
this in turn requires a measurement of 
risk. The kind of risk which concerns 
the investor is the security of his in- 
come—that is, the assurance that it will 
be received regularly and without im- 
pairing the resources of the business. 
He is interested in the security of his 
principal only as a last resort. Of 
course, he welcomes an increase in the 
market price of his holdings, but such 
increase is of secondary interest to one 
who commits his funds as an invest- 
ment. Risk is a question of the stability 
and the amount of earnings. As long 
as profits are sufficiently high to meet 
operating expenses, provide for depre- 
ciation, pay fixed charges and dividends 
and leave an ample balance of surplus, 
the investment is secure. If the volume 
of business is fairly uniform from year 


3 State of Missouri ex. rel. Southwestern Bell 
Telephone Company v. Public Service Commission 
et. al., P.U.R. 1923C, p. 212, 262 U. S. 276 at pp. 
289-312. 
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to year and if the earnings are sufficient 
to meet all charges, the risk is small. A 
market gage of risk is the price of a 
company’s bonds and stocks, or, ex- 
pressed in another way, the effective 
return on these issues. Interest is com- 
pensation for the use of funds and for 
risk taken. If the risk is small, interest 
on bonds and dividends on stock will 
be low when based upon the market 
price of the securities; and, if risk is 
large, interest and dividends will be 
comparatively high. In financial analy- 
ses, income risk is measured by the 
number of times fixed charges and pre- 
ferred dividends are earned and by the 
amount earned on each share of com- 
mon stock in relation to its par value. 

The amount of interest, as a fixed 
charge, depends not only upon interest 
rates, but also upon the principal 
amount of bonds. It has been said that 
the current interest rate on the market 
price of securities is a measure of risk; 
but, more specifically, it is a product of 
earnings, and the proportion of interest- 
bearing securities to total capitaliza- 
tion. If the earnings, total capitaliza- 
tion, and surplus remain constant, while 
the percentage of bonds to total cap- 
italization is increased, interest rates 
should rise, because there would be less 
income available for a larger volume of 
bonds. Vice versa, if the proportion of 
bonds is reduced, interest will decline. 
But these changes in interest cost are 
not proportionate to changes in the 
financial structure. Interest will fall as 
the percentage of bonds is reduced, but, 
after a certain point is reached, the 
rate of decline in interest will be less 
than the reduction of the bonds. This 
is caused by the fact that after there 
is. a certain income security, the in- 
vestor has all the protection he desires 
and will not pay for more. 

A practical approach to the selection 


of companies having the same risk 
would be, first, to find companies whose 
securities are selling at substantially the 


same rates of return or effective yields. - 


Next, there must be an understanding 
of why the risk is the same. The points 
to be examined in this analysis are as 
follows: 

1. The first set of conditions to be 
observed is the regularity and the 
amount of business (as shown by the 
net sales) and the earnings available 
for fixed charges and dividends. The 
significance of earnings has already 
been commented upon. The volume of 
sales of a certain company might fluc- 
tuate considerably from year to year, 
but the profits at a certain time might 
be so high that the market price of its 
securities would reach the same level as 
the securities of an enterprise having a 
more stable revenue. The business of 
a public utility, such as an electric com- 
pany, is characteristically more stable 
than that of an iron and steel plant; 
and by reason of this condition alone, 
the yield on steel bonds and stocks will 
be higher unless the fluctuations in busi- 
ness are offset by larger earnings. A 
speculative condition might explain an 
increase in the price of securities, 
especially the price of common stock, 
and, to a lesser extent, of bonds. It is 
almost impossible to measure this spec- 
ulative force, yet it might be of con- 
siderable importance and might vitiate 
any comparisons. 

2. The proportion of bonds and 
stocks influences interest and dividend 
rates and is in turn controlled by the 
stability of business, the amount of 
earnings, and the operating ratio. The 
bondsshouldbe small enough in quantity 
that, when business is poor and earn- 
ings are low, the income will be ade- 
quate to meet interest charges. It is 
evident that the greater the fluctuations 
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in income and the higher the operating 
ratio, the smaller should be the per- 
centage of bonds. In a certain type of 
industry, one company might have a 
larger percentage of bonds than an- 
other, and, other things being equal, its 
interest rates would be higher. When an 
attempt is made to assign weights to 
the regularity of the business and the 
financial structure for the purpose of 
determining why interest is at a certain 
level, it is found that the dependence of 
the structure upon earnings makes the 
task very difficult, if not impracticable. 

3. A third point to be considered is 
unit costs and operating ratios. This 
requires an analysis of maintenance and 
depreciation charges to ascertain to 
what extent the costs might be influ- 
enced by the standards at which the 
properties are kept in repair and by 
the liberality of depreciation charges. 
In addition, there must be considered 
relative economic advantages such as 
accessibility to materials and a market; 
also the nature of the process of pro- 
duction. A hydro-electric industry has 
a low operating ratio (in some cases 
15%) because no fuel is required and 
because the labor force needed to oper- 
ate the plant is small. On the other 
hand, a steam-generating plant might 
have a ratio of 65%, a steel industry 
75%, a railroad 75%, and a woolen in- 
dustry 90% to 95%. 

The operating ratio of a corporation 
has a direct bearing upon its financial 
structure. It is evident that a business 
whose operating expenses become as 
high as 75% of the revenue, thus leav- 
ing only 25% for fixed charges, cannot 
have so high a bonded indebtedness or 
so high a percentage of bonds to total 
capitalization as a business whose ratio 
is 15%, or even 50%; but because a 
smaller amount of bonds is outstanding, 
the income security for the bonds of 


the high-operating-ratio company might 
be as much as that of the low-ratio com- 
pany. A hydro-electric company can be 
heavily bonded for two reasons; first, 
because its operating ratio is low; and, 
secondly, because substantially all its 
capital is mortgageable property. But, 
in the final analysis, this company might 
be no more prosperous than a steam- 
electric utility, a railroad, or a manu- 
facturing company; and the risk on its 
bonds, as measured by the number of 
times the fixed charges are earned, 
might be no less. 

When an attempt is made to com- 
pare industries on the basis of risk and 
to measure the forces determining risk, 
the comparison tends to break down 
because of the variable financial, oper- 
ating, and general economic factors. 
How, then, can this method be used to 
determine a fair return for a particular 
utility? The risk is largely a result of 
earnings, but the earnings are produced 
by the rates which are the subject of 
controversy. Furthermore, earnings 
must be considered in connection with 
financial structure, operating ratios, 
turnover of capital, the nature of the 
property, and the regularity of busi- 
ness. These things are inseparably 
joined together. Clearly, those who 
testify on fair return, from the stand- 
point of risk, may reasonably be ex- 
pected to present evidence on these ele- 
ments of the problem. If commissions 
were to manifest an unwillingness to 
accept general statements which are not 
supported by facts and figures, to prove 
the assertions of witnesses and counsel, 
this aspect of the problem of rate regu- 
lation would be materially improved. 


A Return to Attract Capital 


Another method which is frequently 
submitted for determining fair return is 
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that the earnings must be sufficient to 
attract capital. Here, again, there is 
generally a dearth of convincing evi- 
dence. The substance of the testimony 
of witnesses is that a utility requires a 
certain percentage on its property in 
order to obtain funds. Rarely is there 
any discussion of the liberality of the 
basic valuation, and the relation be- 
tween this and the outstanding securi- 
ties which receive the benefit of the 
return. There appears to be little con- 
sideration of the means of raising funds 
(whether it is to be by stock issues, by 
bond issues, or by both in certain pro- 
portions), of the amount of capital to 
be raised at one time, and of the effec- 
tive interest and dividend rates to be 
paid. 

There are few large utilities that 
could not obtain additional funds, even 
though their earnings were less; but the 
price to be paid might restrict neces- 
sary expansion and improvements and 
thus react unfavorably for both the 
corporation and its patrons. The prob- 
lem, therefore, is not so much the 
ability to attract capital as it is the price 
that the utility would have to pay for 
money if rates were fixed at a certain 
level. Every soundly financed and well- 
managed utility should be allowed a 
return that is adequate to attract addi- 
tional funds in such quantity as may be 
required to meet the needs of an ex- 
panding business and at rates that will 
not tend to restrict or curtail additions 
and betterments or lead to a neglect of 
maintenance and depreciation. As a 
statement of principle, this will suffice, 
but there must be a mathematical mea- 
surement of the return in dollars and 
cents. 

As previously explained, the cost of 
funds depends to some extent upon the 
proportion of bonds and stocks. If a 
company is overbonded, it may have to 


pay high interest or dividend rates in 
order to attract capital. Should the 
earnings be large enough to enable the 
company to reduce its funded debt? 
This question can be answered only in 
the light of particular: circumstances, 
but it suggests one of the difficulties 
involved in passing upon earnings by 
reference to the cost of funds. 

It is apparent that, if a company is 
able to raise capital at certain effective 
interest and dividend rates when its 
earnings are at a certain point, a reduc- 
tion of the earnings may have some 
effect, even though slight, on the cost 
of additional funds. The extent of the 
influence will depend upon the ade- 
quacy of the margins of income over 
fixed charges and the different classes 
of dividends. If large margins are be- 
ing earned on bonds and stocks, a re- 
duction of the net income will not 
cause any appreciable change in the 
market price of securities, unless there 
is a large speculative element in the 
common stock. If earnings are exor- 
bitant and if there is a large balance of 
profits after paying reasonable common 
stock dividends, the balance will excite 
the cupidity of stockholders and will 
arouse speculation on the possibility of 
an increase in dividends. Consequently, 
the market price of the stock will ad- 
vance in reaction to an opportunity for 
speculative gain. The normal and 
wholesome condition in the relative 
values of different classes of securities 
is that bonds should sell at a lower 
income yield than either preferred or 
common stock. Ordinarily this will 
occur, but profits are at times so high 
that the common stock sells at a return 
less than that on bonds. 

A brief review of the interests and 
demands of present and prospective se- 
curity holders of different classes, and 
an examination of the margins of secu- 
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rity which they expect, will give some 
indication of the earnings necessary to 
attract capital. The position of the 
bondholder must first be considered. A 
bondholder wants the assurance that 
earnings will at all times be sufficient 
to meet fixed charges and leave a safe 
margin, and that the property security 
will be maintained or increased by ade- 
quate repairs, depreciation, and addi- 
tions or improvements out of earnings. 
The required amount of income secu- 
rity depends upon the nature of the busi- 
ness—for a gas or electric enterprise 
the net earnings should be from one 
and three-quarters to two times the 
fixed charges. These are the amounts 
usually stipulated in the trust indentures 
of open-end mortgages as a restriction 
on future issues of bonds. Because the 
interest payments to the bondholder are 
restricted, an increase in earnings above 
twice the fixed charges has a very lim- 
ited influence on the market price of 
bonds. The price may advance, but the 
advance will not be proportionate to 
the increase in net income; and after a 
certain point is reached, the rise in the 
market price will be inappreciable. The 
additional earnings needed to advance 
the price of bonds, and thereby reduce 
the interest rate, can become a burden 
on the consumer for the benefit of the 
corporation. When the _ bondholder 
has all the income security he needs, and 
it is evident that the properties are ade- 
quately maintained, that the reserve for 
depreciation is sufficient, and that a por- 
tion of profits is invested in improve- 
ments, he will be unwilling to pay a 
higher price for bonds, or, in other 
words, to accept a lower interest rate 
on his funds. Rather than take only 
4%4% for his money, he will invest in 


some other enterprise which offers suf- - 


ficient protection and which pays a 
higher return. In view of the fact that 


he is denied the opportunity of partici- 
pating in a larger distribution of earn- 
ings, his speculative possibilities are at 
a minimum, and the forces which tend 
to advance the market price of his 
securities are limited. 

The holder of preferred stock is in- 
fluenced by substantially the same con- 
siderations as the bondholder. The 
forces which operate on bonds act upon 
the preferred stock in about the same 
measure. His rate of return being fixed, 
the preferred stockholder cannot hope 
for larger dividends. Being in an in- 
vestment class, he wants the assurance 
that his dividends will be earned and 
paid. As in the case of bonds, an in- 
crease in profits will advance the 
market price of the stock, but this ad- 
vance will take place at a declining rate. 
There is a point beyond which the in- 
vestor finds it unprofitable to pay more 
for preferred shares. Like the bond- 
holder, he will seek another investment 
in which the security is all he needs, 
but which offers a higher return. 

We come, finally, to the common 
stock. There is no limit to the heights 
which may be attained by the market 
price of this class of stock if the sup- 
porting profits increase indefinitely. 
After interest and preferred dividends 
have been paid, the balance of income 
accrues to the common stockholders, to 
be distributed as dividends or to be 
retained in the business as an enhance- 
ment of their permanent interest. If 
earnings and the margin between net 
income and interest and preferred divi- 
dends are mounting, the holders of 
common stock are justified in expecting 
higher and higher dividends. If. their 
hopes are realized, the market price of 
the stock will advance in a measure that 
will keep the effective dividend return 
almost constant at increasing prices. In 
fact, the return will tend to drop by 
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reason of the accumulation of greater 
income and property security. Even 
though the corporation does not in- 
crease its dividends, thereby giving the 
stockholders the immediate benefit of 
the larger profits, the common stock 
will advance in response to the greater 
security and in anticipation of larger 
dividends. As a result, a speculative 
element is injected into the common 
stock by the increasing profits, and a 
point may be reached where the stock 
is selling on an income basis less than 
that of mortgage bonds. 


Common Stock as an Investment 
Rather Than a Speculation 


A significant question with respect to 
common stock is what percentage on par 
or on the issue price the stockholders 
can reasonably expect the consumer to 
provide through rates. Is there any 
legal or economic justification for profits 
and dividends in excess of a sum that 
will hold the stock at par, when the 
dividends on this amount are sufficiently 
above the dividends on preferred stock 
and the interest on bonds to reflect the 
difference in priority of claims and the 
difference in risk? There would be no 
possibility of confiscation if this test 
were met. If there is every economic 
assurance that dividends will be earned 
and paid and that there will be a safe 
margin for business development, the 
common stock will acquire more of the 
attributes of bonds and preferred stock 
and become an investment rather than 
a speculation. In the last analysis, all 
that the stockholder with the attitude 
of an investor can hope for is security 
of principal and the assurance that divi- 
dends will be received and that the com- 
pany will have a safe balance of 
earnings for reinvestment in the busi- 
ness. 


Speculation in the securities of a pub- 
lic utility is one of the most baneful 
influences in the utility’s development; 
and if it is caused by rapidly increasing 
earnings accompanied by reasonable 
dividends on common stock, there is 
direct evidence that earnings have 
become excessive and that an unfair bur- 
den is being imposed upon the consum- 
ing public. Those who purchase the 
common stock of a financially strong 
and well-managed company when the 
stock is selling on a 4% or 5% basis, 
and paying 8% or 10% on par, should 
have little hope for a return of 8%, 
9%, or 10% on their investment, be- 
cause this would mean a return of as 
high as 20% on stock purchased at par. 

All the securities, stocks as well as 
bonds, of a public utility should be in 
the investment class; and if the com- 
pany is not suffering from the evils of 
overcapitalization or wasteful manage- 
ment, every public and private effort 
should be made to place them in this 
position. If this had been recognized 
years ago for steam railroads and as 
recently as two decades ago for street 
railways, and if it were appreciated to- » 
day for electric light and power com- 
panies, the outlook for the future would 
be less precarious. Some of the enter- 
prises which have recently been, and 
even today are, confronted by the 
necessity of skimping maintenance and 
depreciation in order to meet dividends, 
would be infinitely more secure if the 
public had been vigilant in safeguard- 
ing its interests, as investor and con- 
sumer, when the problems were arising. 

In the field of generation and distri- 
bution of electric energy there is an 
unexcelled opportunity to save the in- 
dustry and the public from the evils of 
exorbitant earnings and_ speculation. 
Overcapitalization has generally re- 
sulted either from excessive earnings or 
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from recapitalization on the basis of 
anticipated earnings in excess of those 
being realized at the time the recapital- 
ization was effected. This reorganiza- 
tion of the financial structure usually 
accompanied a consolidation or merger 
of utilities. Since 1915, electric com- 
panies have been combining at an 
unprecedented rate, and the movement 
since 1922 has been particularly 
marked. The combinations are being 
made largely on the basis of reproduc- 
tion costs, with large allowances for 
overheads and intangibles such as going 
value. As a result, the electric industry 
is capitalized, for a major part of its 
property, on the basis of the highest 
prices which have prevailed since the 
years of the Civil War. Combined 
with this is the fact that most of the 
property of these utilities has been 
recently constructed, and there is every 
indication that by 1930 the properties 
acquired and constructed during the 
period from 1919 to 1930 will consti- 
tute by far the larger part of the total 
fixed capital. 

It is in the interest of all that the 
combinations of electric utilities should 
be carefully regulated and that a specu- 
lative quality in securities should not be 
made permanent by additional financing 
or by recapitalization on the basis of a 
speculative condition established by ex- 
cessive profits. All these matters are 
entirely within the control of regulatory 
bodies and the courts. If earnings are 
limited to a point that reduces specula- 
tion to a minimum, and if commissions 
maintain constant accounting control so 
that emergency relief can be immediate, 
the future welfare of utilities will be 
better assured, their prosperity will be 
compatible with fair rates, and addi- 
tional funds will be forthcoming at a 
reasonable cost. The difference between 
bonds, preferred stock, and common 


stock can be made a difference almost 
entirely of priority of claims against in- 
come, and not a difference due to specu- 
lative gains. The bondholder will be sat- 
isfied with 5% because he has first claim 
against income and a pledge of property 
to secure his principal ; the holder of pre- 
ferred stock will be satisfied with 6% 
because he has second claim against in- 
come; and, finally, the common stock- 
holder will take 7% because his interest 
is residual, but he will have the satis- 
faction of an extra 1% and a realiza- 
tion that all surplus accrues to his 
benefit. 

The proposal has been made that the 
earnings of a utility should be sufficient 
to-keep its common stock at or a little 
above par. This provision was embod- 
ied in the “Giant Power” legislation 
proposed by Governor Pinchot of Penn- 
sylvania. It is contended that, on this 
basis, funds would be obtainable by 
stock issues at a reasonable rate and 
that speculative tendencies would be 
minimized. 

A return that makes possible divi- 
dends on common stock commensurate 
with risk, as indicated by those securi- 
ties on which the return is limited, and 
that leaves a balance of surplus that 
will tend to stabilize security values 
(due consideration being given to the 
general level of interest rates) will hold 
the common stock at approximately its 
par value. If the return were fixed in 
this way, there would be no possibility 
of a sale of common stock at the same 
effective yield as that on mortgage 
bonds, speculation would be minimized, 
and additional capital would be obtain- 
able by various classes of issues at rates 
reflecting priority of claims against in- 
come. The rights of the utility and its 
owners would be fully protected without 
imposing a hardship upon the rate-pay- 
ing public. The fact that consumers are 
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being required to support speculative 
gains for stockholders is sufficient evi- 
dence that some measure is imperative 
to place the stocks and bonds of public 
service enterprises in the investment 
class. 


Determination of Fair Value Not 
Essential in Rate-Making 


Another advantage of this procedure, 
in passing upon the reasonableness of 
rates, would be a lessening of the im- 
portance of fair value. Fair value is 
not essential to a determination of rea- 
sonable rates. The object of a rate 
inquiry is not the finding of fair value 
or of fair return on this value. The 
question to be answered is whether or 
not a certain schedule of rates is reason- 
able and fair to the utility and the pub- 
lic. The formula of fair return on 
value has been adopted as that which 
has appeared to be the most practicable 
means of answering this question. Un- 
fortunately for regulation, the means 
has overshadowed the purpose to be ac- 
complished, and rate investigations 
have become a problem almost exclu- 
sively of measuring property values. 
The real object of passing upon rates 
has become of secondary interest. If, 
in the midst of changing prices (the 
condition which has concentrated atten- 
tion on value), commissions had re- 
tained a clearer perspective, rate pro- 
cedure today might be fundamentally 
different. Other than as a final test of 
confiscation there is no essential need 
for value finding. In most cases, the 
reasonableness of rates could be decided 
without this costly, tedious, unending, 


and uncertain process. The immediate 
and equitable criterion of reasonable 
rates is the adequacy of earnings on 
investment. If rates yield a net income 
that will attract capital at a price that 
does not arrest the growth of the util- 
ity, they are above the line of confisca- 
tion. 

For every utility the prudent or 
actual necessary investment in its prop- 
erties should be ascertained. If a com- 
pany is not overcapitalized—that is, if 
its net capitalization (bonds, stocks, 
and surplus less the sum of securities 
held as an investment and non-utility 
capital) is substantially equal to the 
prudent investment—the rates for ser- 
vice should be enough to make the 
stocks and bonds an attractive invest- 
ment. The actual necessary cost having 
been determined, it would stand for all 
time, to be changed only by additions 
and betterments to, and retirements of, 
property—amounts which can be ascer- 
tained by an examination of accounts. 
If rates are sufficient to yield a return 
that will make possible expansion at a 
reasonable cost, there is no confiscation 
of property, and public rights will be 
safeguarded. This does not mean that 
prudent investment would be made the 
equivalent of fair value, but that it 
would be a measure of proper capital- 
ization and a basis on which funds 
could be attracted to the enterprise. As 
has been so convincingly set forth by 
Mr. Justice Brandeis, a return is con- 
stitutionally compensatory if it allows 
to the utility the opportunity to earn its 
operating expenses, the capital charges 
on securities, and enough to attract 
capital. 
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REASONABLE RATE OF RETURN IN 
PUBLIC UTILITY CASES 


By HOWARD D. DOZIER 


bright and Judge Ransom in recent 

numbers of the JOURNAL OF LAND 
& PUBLIC UTILITY ECONOMICS lead one 
to inquire why so much attention has 
been devoted to fair value and so little 
to the rate of return.’ 

In a recent case in which the writer 
testified on reasonable rate of return, 
the rate base found by one of the en- 
gineers was approximately $8,000,000 
and by another about $6,000,000.? 
Weeks were spent in combing through 
the almost innumerable items entering 
into the cost of reproduction new: less 
depreciation. An error of $125,000 
was discovered, the detecting of which 
was worth the time spent. 

In an ordinary rate case, however, 
such a small item as 4 of 1% in the 
rate of return usually receives no con- 
sideration; 1% of 1% but little. At 
least 1% seems necessary in order to 
command attention. In the case men- 
tioned above, %4 of 1% of the rate base 
claimed by the respondent, capitalized 
at 8%, is the equivalent of $250,000 
in the value of the property. One hun- 
dred and twenty-five thousand dollars 
looms large; 14 of 1% looks small. A 


Tire articles by Professor Bon- 





*In Fair Value, by Harleigh H. Hartman, one 
chapter is devoted to the rate of return; in Rate 
Making for Public Utilities, by Lamar Lyndon, 
only a few paragraphs are given to the rate of 
return; in Guiding Principles of Public Service 
Regulation, by H. C. Spurr, the following is found 
in Vol. I, p. 202: “In determining what constitutes 
a reasonable return for a public utility company, 
two factors must be taken into account—the basis 
upon which the return is to be calculated and the 
percentage of return to be allowed. Is a 6% 


microbe may sometimes be mightier 
than a mountain, though less visible. 

The argument precipitated by the 
Smyth v. Ames decision has not been 
rendered less hot by the enumeration 
of the tests of fair value there stated, 
and the suggestion that there may be 
other tests also. What are the others? 
With respect to fair rate of return, 
there was at least one anchor—the cus- 
tomary or legal rate of interest. Await- 
ing a solution of the fair value problem, 
the rate of return has been allowed to 
ride. 


The Determination of the Rate of 
Return a Specific Problem 


That the arriving at a reasonable 
rate of return is a specific problem in 
each case is to be inferred from the case 
of Wilcox v. Consolidated Gas Com- 
pany. It is there stated that “there is 
no particular rate of compensation 
which must in all cases and in all parts 
of the country be regarded as sufficient 
for capital invested in business enter- 
prises. Such compensation must depend 
greatly upon circumstances and locality. 

.” And time might well have been 


return reasonable, or should it be 8% or 10%; and 
furthermore, 2 6% or 8% or 10% return upon 
what?” The subject of rate of return is discussed 
in the first few chapters of Volume III. 

See also: “Regulation of Railway Rates under 
the Fourteenth Amendment,” by Francis T. Swayze, 
of the Supreme Court of New Jersey, Quarterly 
Journal of Economics, May, 1912, pp. 381 ff. 

* Of the 250-odd exhibits introduced in evidence 
in this case, only 6 had to do with rate of return. 


"212 U.S. 19 at 48. 
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added. The inference is clear that there 
is a particular rate of compensation 
applicable in each rate case in the par- 
ticular locality in which the utility oper- 
ates or from which it would attract the 
necessary capital. 


Two Meanings and Two Functions of 
Rate of Return 


The duty imposed upon a regulatory 
body is the making of rates. A com- 
mission may adopt a policy of estab- 
lishing a stable schedule of rates and 
a fluctuating rate of return, or it may 
choose a fluctuating rate schedule and 
a constant rate of return. If the char- 
acter of the utility necessitates the adop- 
tion of the former of these policies, then 
the rate of return, in so far as a hearing 
is concerned, is to be considered as of a 
given date. In this sense it becomes a 
part of the mechanics of rate-making. 
It becomes a factor in computation and 
is used with the value of the property 
as of that date to determine the net 
operating income which reasonable rates 
would have produced. 

To determine what this rate schedule 
is, net operating income has to be dis- 
tributed over the number of units of 
business done during the year in question. 

A rate schedule so indicated will 
necessarily be modified by a considera- 
tion of whatever other factors may be 
regarded as having weight upon reason- 
ableness in the particular case under 
consideration. This process of comput- 
ing rates is particularly applicable in 
those utilities whose schedules are 
simple, as contrasted, for instance, with 
that of a railroad. Examples of this 
class are gas companies, water com- 
panies, electric light and power com- 
panies, street railway companies, stock- 
yards companies, and, to a limited 
extent, telephone companies. When 


rates for utilities using a simple sched- 
ule have been so determined, they are 
then ready for a trial. 

They may or may not turn out in 
actual operation to be reasonable, but 
at least they stand a better chance of 
being so than if made arbitrarily. By 
using the rate of return as of a given 
date as a factor in computing rates, a 
regulatory body will have availed itself 
of an additional factor which is not 
possible in the case of those corpora- 
tions whose schedules are so complex 
that a reasonable net operating income 
cannot be distributed over the number 
of units of service produced. 

If a commission, either through 
choice or necessity, adopts the latter 
policy of rate-making, or a variation 
of it, the rate of return will then be 
used as the average rate which it is 
desired that the utility earn over a 
period of years. In this case, rate of 
return becomes solely a criterion of 
reasonableness. Rates computed upon 
rate of return used in this sense will be 
reasonable only provided the utility 
happens to earn during the year in 
question the normal rate of return or 
the average aimed at. This will seldom 
occur. 

No end of confusion is constantly 
arising because rate of return in these 
two distinct senses is used indiscrim- 
inately. To illustrate: I have before 
me the evidence taken before an ex- 
aminer in 1922. The witness for the 
public testified that, in his opinion, 
7% was a reasonable rate of return, and 
this rate was later upheld by a court. 
The utility whose rates were under 
investigation operates on an extremely 
simple schedule. In its findings the 
regulatory body very properly took 7% 
of the rate base and distributed that 
amount over the volume of business 
done in 1922 and found the result to be 
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a schedule of reasonable rates for that . 


utility. When put into actual operation, 
the schedule so computed produced a 
return of 10% in 1923, 1714 % in 1924, 
and 11% in 1925, or an average for 
the four-year period, 1922 through 
1925, of eleven and a fraction per cent. 
Had this hearing been held in 1924, 
and the same method followed, 1734% 
testified to as a reasonable rate would 
have resulted in exactly the same sched- 
ule, and would, therefore, have been a 
rate of return as reasonable as 7% 
would have been in 1922. 

If what the court had in mind as a 
test of reasonableness was an average 
return of 7% on the value of the prop- 
erty, rates computed on a 3% basis 
would have produced this result. A 
3% rate of return used as a rate factor 
is the exact equivalent of 7% used as a 
criterion of reasonableness. 

Failure to distinguish the two senses 
in which rate of return is used accounts, 
in part at least, for our ever-recurring 
rate hearings. Schedules computed on 
the basis of an average rate of return 
during a period of low earnings prove 
to be abnormally high when business 
recovers and vice versa. 

One wonders what a court would do 
with a case coming up from a commis- 
sion if the rates had been determined 
during a period of depression on 4% of 
the value, or 14% during a period of 
prosperity, if it appeared from the 
record that these rates would have pro- 
duced an average return of say 8% dur- 
ing previous years and would probably 
produce the same average for a consid- 
erable time in the future. Four per cent 
and 14% in the above illustrations are 
matters of the mechanics of rate-mak- 
ing. Eight per cent is a criterion of 
reasonableness. It is the rate of return 
in the latter sense in which the courts 
are mainly interested. 


A rate case is a definite inquiry, not 
a general investigation. A method of 
procedure satisfactory to the court has 
been indicated in the Bluefield case: * 
“A public utility is entitled to such rates 
as will permit it to earn a return on the 
value of the property which it employs 
for the convenience of the public equal 
to that generally being made at the 
same time and in the same general part 
of the country on investments in other 
business undertakings which are at- 
tended by corresponding risks and un- 
certainties. . . . The return should be 
reasonably sufficient to assure confidence 
in the financial soundness of the utility 
and should be adequate, under efficient 
and economical management, to main- 
tain and support its credit and enable it 
to raise the money necessary for the 
proper discharge of its public duties.” 

Clearly what the court had in mind 
here is that rates are reasonable if they 
produce, year after year, a large enough 
net operating income to insure that the 
securities, whether bonds, preferred or 
common stock of the utility, shall be 
looked upon by the investing public with 
the same degree of favor as similar 
securities of other business undertak- 
ings attended by similar risks. 

The demands of the court will have 
been met if the management of a utility 
is given an opportunity to maintain its 
credit. The statement of the court 
implies, of course, that the sum total of 
securities outstanding shall not exceed 
the value of the utility and that the 
financial structure shall not be so pre- 
dominately bonds and preferred stocks 
as to force the common stock, or even 
other securities, into the speculative 
class. 

A policy of overcapitalization or a 





*Bluefield Water Works and Improvement Co. 
v. Pub. Service Commission of W. Va., 262 U. S. 
679 at 693-693. 





74 THE JOURNAL OF LAND & PUBLIC UTILITY ECONOMICS 


faulty financial structure puts the utility 
without the pale of efficient and econom- 
ical management. In the absence of 
security control by the regulatory body, 
the results attending such a policy are 
chargeable against management and not 
against rates. 


A Suggested Method of Determining 
Rate of Return 


The proper selection of a group of 
corporations as the criterion in a rate 
case necessitates the exercise of judg- 
ment. Assuming for the moment that 
such a criterion has been selected, what 
is to be the method of procedure? At 
least five steps are involved: 


1. A determination of the bond interest 
rate to be employed; 

2. A similar determination as to preferred 
stock dividend rate; 

3. The determination of the necessary earn- 
ings on the common stock ; 

4. The assumption of a conservative finan- 
cial structure; 

5. The reduction of these rates to a com- 
posite applicable to the value of the 


property. 


Interest Rates, Preferred and Common 
Dividend Rates 


The interest rate allowable on that 
portion of the value of the utility to be 
represented by bonds is a matter of 
finding the rate at which the public is, 
at the time of the hearing, capitalizing 
incomes of equal certainty. If the per- 
formance of a selected group of cor- 
porations be chosen as a standard, the 
bond interest rate allowable will be 
the rate at which the interest or divi- 
dends on the securities of these cor- 
porations are being capitalized in the 
market. During periods of ordinary 
business activity this rate of capitaliza- 
tion will be found to be approximately 


the same whether the income be re- 
ceived in the form of interest, preferred 
or common dividends.° 

Economical management demands, of 
course, that an escape be provided from 
a high interest rate on an issue put out 
during a period of tight money. This 
is possible through the issuance of 
short-term notes or redeemable bonds. 
Whatever the condition of the money 
market, however, or the character of 
the utility, the proceeds of the bond 
sale will, in most cases, be less than the 
face value of the issue. The discount 
must be amortized over the life of the 
bond, and the necessary allowance made 
in the interest rate. Knowing the bond 
issues of a group of corporations, their 
price and yield, and with a general 
knowledge of the money market, it is 
possible to gage within a small fraction 
of a per cent what rate should be used 
in determining the interest which it is 
proposed to apply to the bonds of the 
utility. - 

The determination of the rate to be 
allowed on preferred stock is a com- 
paratively simple matter. Tradition, 
customer participation, and other poten- 
tial influences have nearly, if not quite, 
established this rate. In most preferred 
stock issues, the provisions of the con- 
tract will be such that this stock will sell 
at or very nearly at par. 

The determination of the common 
dividends necessary is not so simple. 
Substantial justice will have been done 
a utility if it is put in a position to 
follow as liberal a common stock divi- 
dend policy as has been followed, and 
presumably will be followed, by that 
group of corporations with which it is 
to be compared. Of all those factors 





*This statement is based upon a somewhat ex- 
tended statistical examination of corporate earnings 
and security prices. 
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which give to common stock an invest- 
ment status, earnings alone excepted, 
the dividend policy of the issuing cor- 
porations is the most important. 

I have before me three groups of cor- 
porations. One of these was suggested 
as a proper criterion by an investment 
banker who testified in a rate case which 
has not yet been disposed of; another 
by a gentleman of wide financial expe- 
rience; and the third by me, selected 
because the common stocks are listed 
and active on the New York Stock Ex- 
change, each having sold on the average 
at par or better over a period of 10 
years. In the case of the corporations 
in these groups, most have pursued a 
continuous, uniform, and liberal, though 
not extravagant, dividend policy. With 
dividends thus assured, the common 
stocks of these corporations averaged 
par or better in the open market. 


Financial Structure 


Interest rates and preferred and com- 
mon dividend rates must, of necessity, 
be related to a financial structure. A 
study of the most successful utility cor- 
porations shows that financial structures 
tend to crystallize into a type or norm. 
This structure varies somewhat over 
long periods of time. In the ordinary 
rate case, a financial structure must be 
assumed which will serve as a bench 
mark, a sort of point of departure for 
management. This assumed structure 
must be such that it can vary from time 
to time as a result of the sale of such 
securities as good business judgment 
dictates at the time funds are raised. 

It has been claimed that earnings 
sufficiently liberal to enable a utility to 
issue common stock at par under all 
circumstances should be allowed. Such 
a claim is extravagant for the simple 
reason that it is sometimes impossible 


to do so. Corporations with ample 
earnings often find it advisable to issue 
bonds. A utility will have suffered no 
hardship from regulation, if it is forced 
through general business conditions to 
sell other classes of securities than com- 
mon stock, when at the same time other 
comparable businesses are resorting to 
bond sales. Maintenance of credit is a 
relative, not an absolute matter. 

For practical purposes, a financial 
structure in which bonds, preferred 
stock and common stock are given equal 
weight will, in the majority of cases, 
meet the necessary requirements. 


Common Stockholders 


The crux of public utility regulation 
lies in the adoption of a feasible plan 
for maintaining the continuity of mod- 
erate dividends on the common stock. 
The fact that the common stock of 
many of the smaller public utilities is 
owned by holding companies, and is not 
on the market, does not change the fun- 
damental problem. Common. stock- 
holders, whoever they may be, are en- 
titled to an income on their investment, 
provided the stock represents a real 
part of the value of the property. 

Three methods and only three are 
open to a regulatory body in its effort 
to assure common stock dividends. 


1. Deficits may be recouped by an increase 
in rates. 

2. They may be prevented by a change in 
rates when a deficit impends. 

3. They may be provided against before 
they occur. 


Which of these is to be adopted de- 
pends somewhat upon the mobility or 
rigidity of rates, and upon which is less 
expensive to the public. The altitude 
of some rates may not be changed at 
will, even though an emergency exists. 
Furthermore, the adoption of a feasible 
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policy for the attainment of a desired 
end may be altogether too expensive. 

So far as the adoption of the first 
of these is concerned, little need be said. 
The payment of interest or dividends 
out of capital or the proceeds of loans 
leaves an unfavorable impression in the 
minds of the investing public. Such a 
policy smacks of financial weakness. 
Restitution could hardly be made even 
by allowing rates excessively high. 

The feasibility of the employment of 
the second of these methods depends 
upon the mobility of the rate schedule 
and the power placed by law in the 
hands of the regulatory body. Even 
though the rate schedule may be shifted 
without harm, it may be that the regu- 
latory law makes it much easier to raise 
rates than to lower them. If the burden 
of proof of reasonableness be upon the 
regulatory body and rates filed by a 
utility become effective automatically 
after the expiration of a specified time, 
the commission may raise rates to take 
care of a prospective deficit, but may 
have to order a hearing and suffer a 
delay in its attempt to lower them when 
a surplus impends. In order to employ 
the second method suggested, the com- 
mission must have the power of in- 
definite suspension, ‘‘set-screw’’ control. 

If the purpose of a surplus is to serve 
as a reserve fund for making good to 
security holders deficits during lean 
years, thus assuring continuity of divi- 





*On November 22, 1926, after the above was in 
proof, the Supreme Court of the United States 
handed down a decision in John W. McCardle, 
et al., as Members of the Public Service Commis- 
ston of Indiana, et al., v. Indianapolis Water Com- 
pany, 47 Su. Ct. 144. Two passages in this de- 
cision bear upon the views set forth in this paper: 

In every confiscation case, the future as well as the present 
must be regarded. It must be determined whether the rates 
complained of are yielding and will yield, over and above the 
amounts required to pay taxes and proper operating charges, a 
sum sufficient to constitute just compensation for the use of the 
property employed to furnish the service; that is, a reasonable 


rate of return on the value of the property at the time of the 
investigation and for a reasonable time in the immediate future. 


dends, clearly the function of surplus 
has been performed when this has been 
accomplished. A surplus for this pur- 
pose is, in reality, a trust fund deposited 
by the users of the service with the cor- 
poration as a legal entity, for the benefit 
of the security holders as individuals, 
The unused portion is still the property 
of the users. If a surplus so large as 
to make possible stock dividends is the 
result of rates excessively high, a recur- 
rence preventable through a lowering of 
rates, what is the character of that por- 
tion of the surplus left after all obliga- 
tions to all stockholders are met and 
the credit of the corporation has actu- 
ally been maintained ? 

The investing public is accustomed to 
look at assets already available when 
it is considering what securities to buy. 
A dividend dollar already in hand is a 
far more potent factor in maintaining 
the price of a stock than a dollar yet to 


be earned through a prospective in- 


crease in rates. 

Waiving whatever claim the using 
public may have in a moderate surplus, 
paying rates somewhat higher than actu- 
ally necessary to enable the utility to 
meet its obligations to its security hold- 
ers may after all be the cheapest way of 
maintaining credit. If so, then sensible 
regulation demands the adoption of this 
method. From the standpoint of the 
investing public, it is certainly the most 
satisfactory.° 





-.eIt is obvious that rates of yield on investments in bonds 
plus brokerage is [sic] substantially less than the rate of return 
required to constitute just compensation for the use of proper- 
ties in the public service. Bonds rarely constitute the source of 
all the money required to finance public utilities. And inves- 
tors insist on higher yields on stock than current rates of inter- 
est on bonds. Obviously, the cost of money to finance the 
whole enterprise is not measured by interest rates plus brokerage 
on bonds floated for only a part of the investment. The evi- 
dence is more than sufficient to sustain the rate of 7% found 
by the commission. And recent decisions support a higher rate 
of return. 

Mr. Justice Brandeis said in his dissenting opinion: 


I add merely that in my opinion the facts of record, consid- 
ered in connection with those of which we have judicial notice, 
do not justify holding that rates which yield a return of less 
than 7% would be so unreasonably low as to be confiscatory. 
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SOME LIMITATIONS OF ARBITRATION OF 
PUBLIC UTILITY LABOR DISPUTES 


By E. W. MOREHOUSE 


Tess i events during the past 


year have directed attention anew 
to the possibilities of arbitration 
in minimizing the waste and public in- 
convenience of labor disputes. The first 
was the passing of the Watson-Parker 
bill’ for the adjustment of railway labor 
disputes, which was signed by the Pres- 
ident on May 20 and ushered in what 
has been described as a new era in labor 
relations on the steam railways. The 
first major dispute arising under this 
act has just been settled by arbitration 
without a stoppage of work.” The third 
event is of general significance. A com- 
mittee of the American Bar Association 
made a report on industrial arbitration 
in which approval was given to enforce- 
ment of awards on the analogy of en- 
forcement of contracts.* Since the whole 
question of arbitration is thus brought 
into the foreground, it is appropriate 
to consider some of the limitations and 
problems revealed by past experience. 
In the field of public utilities this 
subject is especially significant because 
of consumers’ dependence on uninter- 
rupted service. Thus a legal duty to 
give continuous service to consumers has 
been imposed on utilities. Do employees 
of the utilities have the same duty? 
This is a much disputed question. At 
the hearings on the Watson-Parker 
bill it was debated very earnestly and 
vehemently and it crops up as soon as 





* Monthly Labor Review, Vol. 22, p. 1208. 

*Report and award of arbitrators of dispute in- 
volving conductors and trainmen on railroads in 
Eastern District, December 1, 1926. 

* Monthly Labor Review, Vol. 23, p. 715. 


difficulties in labor relations in the util- 
ities appear on the horizon. Some peo- 
ple sincerely believe that the public’s 
dependence on continuous service cre- 
ates a duty to refrain from strikes. 
Others, equally sincere, claim that the 
workers have a superior right to quit 
work individually or collectively and 
that this right (really a privilege) is 
guaranteed by the Constitution. This 
issue is too complex to examine here; 
it is mentioned only because it is inti- 
mately involved in arbitration, for arbi- 
tration is one means of avoiding this 
issue. 

Whatever may be the justification for 
using the strike privilege in a given sit- 
uation, the feeling is wide-spread that 
on public utilities the justification must 
be stronger than is ordinarily the case. 
This is not alone a matter of ‘‘public 
right’; it is also good tactics. The 
patrons of utilities because of their de- 
pendence will be aroused more quickly 
and will give more attention to a stop- 
page of an essential service than to a 
strike in which consumers’ interests are 
more remote. The possibility that a 
costly strike will lead to a demand for 
increased rates of service is an added 
reason for a rather keen public interest 
in ways and means of avoiding stop- 
pages.* 

Arbitration, of course, is only one 
means of forestalling the exercise of 





“Whether the recent growth of customer owner- 
ship of utility securities has increased the sensitive- 
ness of the public to the strike problem is a moot 
question. Theoretically, an affirmative answer can 
be amply supported. 
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labor’s privilege of quitting work. 
There is, first of all, negotiation, which 
if unsuccessful often merges into media- 
tion (indirect negotiation through third 
parties) or compulsory investigation. 
Arbitration is usually a last resort, 
although in the Watson-Parker Act 
public investigation is turned to after 
negotiation, mediation, and -arbitration 
successively have been tried. 

The line separating arbitration from 
mediation is often very thin, for many 
arbitrators try first to mediate differ- 
ences in order to nerrow the issues 
which they will have to decide. This is 
not necessarily an evasion of duty. If 
the disputants can be persuaded to agree 
on some issues, the arbitrator not only 
makes his own job easier but increases 
the chances of having his judgment on 
unsettled issues accepted by cultivating 
a disposition to agree. The heart of 
arbitration, however, is the substitution 
of a third party for agreement. 

To give to third parties the task of 
deciding issues which, if undecided, will 
lead to a strike has not often been really 
successful. How can arbitration be 
made more effective ? 

I am aware that this statement of the 
ineffectiveness of arbitration will meet 
dissent. But the objections will come 
largely from those who picture arbitra- 
tion as the judicial method of meting 
out justice to labor and capital. They 
look upon adjudication as a means of 
substituting cool-headedness for pas- 
sions and prejudices. The result is an 
imitation of judicial forms, technique, 
and atmosphere. 

This idea of arbitration, if carried 
too far, seems to me misleading because 
it tends to minimize or overlook two 
fundamentals: (1) the complexity of 
labor disputes; (2) the distinction be- 
tween the legislative and judicial func- 
tions. 


Too often we think of labor disputes 
in purely economic terms. It is true 
that the majority of disputes center 
about economic differences. Labor's 
share of the income of the enterprise 
(the wage issue) is ordinarily foremost 
in the list of grievances, followed by 
hours, conditions of work, and so on. 
But psychological, ethical, and political 
issues, which frequently do not show up 
in statistics or even in a list of griev- 
ances, are also involved in practically 
all disputes. Sometimes the dispute 
starts from one individual’s feeling of 
discrimination about a relatively trivial 
matter; the feeling spreads until it 
ripens into a mass movement which, 
under the influence of a dominant, en- 
ergetic personality, becomes a concerted 
movement towards larger ends, though 
the minor grievances still remain part 
of the dispute. A mistake occurs when 
we oversimplify these diverse emo- 
tional, political, and economic elements 
and attempt to classify all disputes into 
one or a few types. Every dispute, in- 
deed, has overlapping areas of conflict, 
each with a different mixture of these 
elements. 

Can a third party, a stranger to these 
emotions, ever mete out justice?* If 
the arbitrator remains aloof and indif- 
ferent to these elements, he does not 


.get to the heart of the dispute. If he 


enters into these feelings, he exposes 
himself to charges of favoritism. More- 
over, in a mass movement the intensity 
of feeling varies from individual to in- 
dividual. On the employer’s side this 
problem is less acute because of the 
fewer individuals involved. Is it pos- 
sible to frame an award applying to a 





*See William L. Huggins, Labor and Democracy 
(New York, The Macmillan Company, 1922), Pp. 
47, for an attempted distinction between “arbitra- 
tion” and “adjudication”; and State v. Howat, 
109 Kan. 376 (1921). 
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large number of people which will meet 
all the varying individual standards of 
equity and fair dealing ?® 

This difficulty, arising from the na- 
ture of labor disputes, leads directly 
into the problem of jurisdiction. What 
kinds of. questions are arbitrable? The 
answer depends on the distinction be- 
tween legislative and judicial functions. 

The American judiciary has met this 
question in the larger field of its activ- 
ity. One distinction that has found its 
way into the cases is the time element. 


‘A legislature looks to the future and 
fixes the metes and bounds of future 
‘conduct. A court, on the other hand, 


looks largely to the past in adjudicating 
disputes that have arisen out of past 
conduct. This distinction does not seem 
particularly helpful, because courts do 
affect future conduct in so far as their 
decisions alter the future relations of 
the litigants and their opinions become 
precedents for future decisions. A more 
useful distinction is found in the scope 
of the two functions. Legislative rules 


are, for the most part, group rules, 


affecting a large number of people sim- 
ilarly situated. Judicial rules are largely 
individual rules,’ binding on_ plaintiff 
and defendant but not necessarily on all 
subsequent plaintiffs and defendants. 
Even this is not an altogether clear-cut 
distinction. Our courts in passing on the 





*See, for example, the valuable appraisal of the 
Kansas Court by Herbert Feis, “The Kansas Court 
of Industrial Relations, its Spokesmen, its Record”, 
Quarterly Journal of Economics, Vol. 37, p. 705 
(August, 1923). 

"The judicial treatment of corporations as legal 
entities is, of course, an exception, since a corpora- 
tion, despite the legal fiction, is really an associa- 
tion of individuals, a concerted mass movement. 
Yet the law tends to use the entity theory merely 
as a convenient tool to reach a desired result. See 
and compare 36 Yale Law Journal 254 (1926) 
(with citations); Sturges, “Unincorporated Asso- 
ciations as Parties to Actions”, 33 Yale LawJournal 
383 (1924); United Mine Workers v. Coronado 


validity of legislation, to mention only 
one example, make decisions that are 
in effect legislative; in other words, 
American courts have come to exercise 
a blending of judicial and legislative 
functions. That they are aware of the 
difficulties involved is well shown by the 
United States Supreme Court’s cautious 
practice of pricking out the limits of 
legislative action by the “gradual proc- 
ess of exclusion and inclusion.’”* 
Arbitration boards and the courts 
exercise a similar blending of legislative 
and judicial functions, with the em- 
phasis on legislative functions in arbi- 
tration cases. In most instances, par- 
ticularly on public utilities, arbitration 
is a last resort to avert the crisis of a 
strike. The board is called upon to 
make an award affecting a large num- 
ber of workers, stockholders, investors, 
and consumers, to deal with future con- 
duct, and to define the rights, duties, 
and privileges of workers and others. 
The judgment of a third party fixes 
basic industrial policies in which great 
interests are at stake. Wage policies, 
hours of work, standards of living, 
sometimes the demand for union recog- 
nition—all these issues, complicated by 
emotions and industrial politics, form 
legislative questions. Are they arbi- 
trable?® If they are, how can an arbi- 
trator deal with them most effectively ? 





Coal Co., 259 U. S. 344 (1922). 

*Instances of this awareness are found in the 
following cases: Village of Euclid v. Ambler 
Realty Co., 47 Su. Ct. 114 (1926); Pennsylvania 
Railroad System Federation No. 90 v. Pennsylvania 
Railroad, 45 Su. Ct. 307 at 311 (1925); Wilson v. 
New, 243 U. &. 332 (1917). 

*American political traditions generally are 
against giving wide powers over others to a few 
men; American industrial traditions tend the other 
way. In politics, when courts have drastically 
checked legislative action, sooner or later a pop- 
ular protest movement has sprung up. Industry is 
not without similar experiences in the history of 
labor organizations. 
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“The way out of such group conflicts 
is ordinarily by direct negotiation, by 
bargaining, which is the legislative 
method. But when negotiation has 
failed, and an arbitrator is called in, it 
is not unnatural for him to feel that an 
award has to be made, if only to pro- 
tect a dependent public. This reaction 
is especially likely if arbitration is 
merely temporary and the board ceases 
to exist when the emergency is over. 
The danger lies in not distinguishing 
legislative and judicial questions, for, as 
the courts have found, identical treat- 
ment for both classes of questions leads 
to unsatisfactory results. Much of the 
unpopularity of arbitration in the past 


_has been due to arbitrators who, in 


identifying the arbitral and purely judi- 
cial functions, have used the same tech- 
nique for both legislative and judicial 
questions.*° 

Perhaps this is inevitable as long 
as “crisis” arbitration is customary, 
although a somewhat different proce- 
dure is possible and will be suggested 
later. But the best chance of solving 
the vital problem of what is properly 
arbitrable occurs when arbitration is 
continuous rather than temporary, and 
is accompanied by continuous negotia- 
tion between responsible and clear-vi- 
sioned representatives. With such an 
arrangement it is possible to give piece- 
meal consideration to issues which are 
lumped together when emergency 
boards are created. Thus the strain 
on arbitration machinery is lessened 
because legislative questions, which 
should be matters of agreement be- 
tween employers and employees, can be 
segregated and thrown back to the 
negotiators. 

This type of arbitration has been de- 





* This was one of the causes of the failure of 
the Railroad Labor Board. 


veloped to its fullest extent in the cloth- 
ing industry. It is a contribution to 
the theory and practice of arbitration 
which is best described in the words of 
one of the parties. 


Many reasons have been given for the 
peculiar success of arbitration in this industry 
and, no doubt, all have more or less strength. 
The men attracted to the office of impartial 
chairman have been uniformly of high char- 
acter and marked ability. The fact that arbi- 
tration has been a continuous operation, not 
invoked occasionally to avert a crisis, has con- 
tributed to confer on the arbitrators a technical 
proficiency in the problems of the industry 
which a short, interrupted tenure cannot yield. 
Moreover, continuity has bred familiarity and 
the ease and confidence that often accompany 
the familiar; so that all parties have come by 
a gradual process of use to resort to the ma- 
chinery of arbitration as a matter of habit. 

Fundamentally, however, the causes of suc- 
cess lie deeper. They reside in the flexibility 
of arbitration as it is practiced in the clothing 
industry and in the attitude toward it of the 
two parties to the collective bargain, the union 
and the manufacturers. The great burdens of 
critical decision have rarely, if ever, been im- 
posed on the arbitrator. Both the union and 
the manufacturers have always realized that 
the ultimate responsibility for the safe conduct 
of the industry rested upon them. It is a re- 
sponsibility so serious that they could shift it 
only at their peril. If a crisis in the industry 
required drastic action on one side or the 
other, it was far better for either side to 
accept responsibility for that action and not 
shift it to the machinery of arbitration. .... 

The impartial chairman remains the indis- 
pensable mediator; he decides hundreds of 
cases involving practices, procedure, and un- 
derstandings that contain within them the 
germs of serious misunderstandings; he is the 
trusted and expert finder of facts in the in- 
dustry; he performs an administrative func- 
tion of immense value by hastening the 
settlement of disputed issues; but he is not the 
oracular judge who can make for the union 
and the industry those decisions on basic policy 
which they are so frequently in American 
industry unwilling to make for themselves.” 





™ Report of General Executive Board of Amal- 
gamated Clothing Workers to 7th Biennial Con- 
vention, 1926, pp. 25-27. 
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By way of contrast, experience with 
standing arbitration boards having 
general jurisdiction has not been a uni- 
form success. Many reasons can be 
found for the unpopularity of the late 
Railroad Labor Board. The fact that 
the board had general jurisdiction 
which brought both disputed facts and 
disputed policies before it is one reason. 
It was also the fate of the board to be 
called upon early to formulate a vital 
policy of deflation. In addition there 
is a tactical explanation. Weak unions 
tend to look on arbitration as an oppor- 
tunity to gain recognition; strong unions 
believe they can get more without arbi- 
tration. Moreover, with permanent 
boards the parties become able to guess 
fairly accurately what the decision of 
the board will be, and this tends to 
dampen the willingness to arbitrate, 
even at the risk of public disapproval; 
for when great issues are at stake, ar- 
bitration with uncertain results offers 
a gambler’s chance of getting more than 
by bargaining or striking. Finally, the 
Railroad Labor Board is only one of 
many illustrations of the importance 
and difficulty of choosing the right sort 
of men to handle satisfactorily a com- 
plex labor dispute. 

A common criticism of arbitration is 
that the men selected do not know the 
technical details involved in disputes. 
The result is frequently an award that 
is so unfair or so unclear as to breed 
more disputes. As long as crisis arbi- 
tration is the chief reliance, the parties 
must take the risk of an uninformed 
arbitrator. However, it is believed that 
this risk might be reduced if more study 
and attention were given to the mental 
equipment necessary for dealing with 
the various kinds of disputes. Too 
often the standard of choice seems to 
be prestige in the community or sup- 
posed bias toward one side or the other. 


These qualifications are no guaranty 
that the situation will be dealt with in 
the most effective manner, for some men 
are equipped to arbitrate only certain 
kinds of disputes or certain areas of a 
given dispute. 

From reading a number of awards 
and from observation, I would roughly 
classify arbitrators into four types. 
First of all, there is the legalist. He 
is an objective person, not interested 
in the psychological aspects of a dis- 
pute, and is inclined to depend on 
logic, precedent, or tradition in reach- 
ing a conclusion. He reasons out con- 
sequences on the basis of accepted 
principles. To him, justice is a matter 
of evidence. Then there is the moral- 
ist, the type of person who has emo- 
tionalized his opinions about the labor 
movement and who is likely to be in- 
terested primarily in the ethical aspects 
of a dispute. \To him, justice is a mat- 
ter of social reform.) Next comes the 
bargainer, the product, perhaps, of 
experience in mediation. This type 
generally tries first of all to mediate 
differences. Failing in that, a decision 
is made according to the balance of 
economic power, so that the result is 
approximately the same as would have 
obtained if both sides had fought it out. 
To the bargainer, justice is what will | 
work. Finally, there is the arbitrator 
who may best be described as a realist 
with a constructive purpose. He is 
eclectic, tries to determine the emotional 
as well as the economic and political 
issues, seeks the technical factors un- 
derlying the dispute, considers the evi- 
dence of past practices, analyzes the 
economic principles involved, and in 
the end tries to build a policy of stable, 
equitable relations for the future. To 
the realist with a policy for the future, 
justice is a matter of building equitable 
and economic working rules. 





I 
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Since arbitrators differ in mental 
equipment for the task, it is as impor- 
tant to fit the arbitrator to the type of 
dispute as to fit the worker to the job. 
Otherwise, effective arbitration is en- 
dangered in the same way that a misfit 
worker reduces efficiency. 

Yet, even after precautions are taken 
in the selection of the arbitrator, arbi- 
tration may break down on the award. 
The problem here is to decide which of 
three principles should be applied. The 
first principle is that of “splitting the 
difference”; the second is that of bal- 
ancing the difference; the third may be 
described as the principle of working 
rules or stabilization. 

Many arbitration awards have been 
justly condemned because they “split 
the difference,” or appear to do so. 
Conclusions of this kind dodge difficul- 
ties rather than meet them. The theory 
back of “splitting the difference’ seems 
to be that arbitration is merely a safety- 
valve for the emotions, and that an 
arbitrator cannot possibly determine 
and weigh all the diverse strands in the 
dispute. Under these circumstances, it 
is said, the only thing to do is to make 
an award midway between the demands 
of the two parties. 

That this principle settles nothing is 
apparent. It is also a vicious formula 
from the standpoint of constructive 
arbitration, for both sides are encour- 
aged by it to make extreme demands. 
Possibly, however, a break in relations 
may be avoided by giving each disput- 
ant equal feelings of disappointment. 
But this can hardly be said to contribute 
to stable relations in the future. 

The “balance the difference’’ princi- 
ple is the one used most often by the 
type of arbitrator previously described 
as a bargainer. The application of this 
principle results in an award which is 
substantially what would have hap- 


pened if there had been a trial of 
strength instead of arbitration. It 
leaves the parties really in statu quo 
ante. Sometimes this method involves 
the much-abused trick of “giving the 
language to one side and the verdict to 
the other.” Clearly the principle is 
based on the theory that arbitration is 
merely a temporary substitute for 
negotiation. 

Under some circumstances, the use 
of this bargaining principle is justified, 
as, for example, when a dispute involves 
issues of basic policy for which the 
parties themselves should be responsi- 
ble. But nothing is gained in the long 
run by trying to make it appear that a 
dispute is settled on its merits when in 
reality an arbitrator has really just 
weighed the balance of power. The 
illusion is soon punctured, and resent- 
ment at being fooled is a natural result. 
It would be better to state clearly what 
has been done and why. 

An alternative which merits further 
experimentation is for the arbitrator to 
indicate in his award the limits within 
which he believes future policies should 
lie and to leave to the disputants the 
task of making necessary adjustments 
within those limits. It may be said that 
such procedure side-steps the issue or 
shirks a duty. That depends on one’s 
view of the function of an arbitrator. 
An award that fixes limits is based on 
the idea that a dispute in which a great 
deal is at stake cannot be satisfactorily 
settled by the fiat of a third party. 

The third principle, here called the 
principle of working rules, is especially 
suited to those disputes, or areas of 
dispute, in which modification does not 
mean a radical change of existing poli- 
cies. The principle is based on what 
may be called the “going concern” 
theory of arbitration. According to 
this theory, relationships between indi- 
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vidual employers and workers are seen 
to be part of a concerted or mass 
movement toward certain more or less 
well-defined ends. The outer limits of 
mass movements of workers, employ- 
ers, merchants, landlords, bankers, and 
so on, are found in constitutional and 
statute law, as interpreted by the courts. 
Within these limits, individuals and 
groups of individuals are privileged to 
act without molestation by public 
authority; the law is indifferent to what 
happens. But the extra-legal activity 
of individuals and groups is _ itself 
ordered by certain customs and prac- 
tices which have grown up out of past 
experience and are expected to continue 
in the future. The rules may be writ- 
ten or unwritten. If written, they are 
found in trade agreements, employees’ 
hand books, lists of shop rules, codes 
of ethics, corporation charters, orders 
of public service commissions, and so 
forth. If unwritten, they may be ob- 
served in the customs and usages to 
which individual employers and workers 
have conformed in the past. Whether 
written or unwritten, they are rules of 
conduct; they enable one to. predict how 
others will act in the future. 

An arbitrator who sees his problem 
in these terms has the task of deciding 
which of conflicting standards should 
be sanctioned. Out of the good and 
bad rules, the arbitrator, like the 
judge, selects the good, better, or best 
practices which should guide future 
behavior. Ordinarily the dominant 
consideration is what will be the conse- 
quences of a different rule. In the case 
of judicial process, such considerations 
are called public purpose; in the case 
of arbitration, they may be called econ- 
omy, efficiency, industrial stability, 
good-will, and so on. Thus the selec- 
tion of a rule is also the selection of 
the purpose of human relations. 


An arbitrator who seeks to work out 
this conception finds that definite and 
clear-cut principles are often lacking. It 
is a field of study that needs more in- 
tensive cultivation to uncover tools for 
arbitrators and managers of labor 
relations alike. We have, it is true, in 
the Transportation Act of 1920 a list 
of seven factors which the Railroad 
Labor Board was to take into account 
in fixing wages, and to these the Kansas 
Industrial Court added another.” Va- 
rious other arbitration boards, both 
temporary and permanent, in this coun- 
try as well as in other countries, have 
experimented with these or different 
principles, mostly, however, in regard 
to wage disputes. The elucidation of 
guiding principles for the protection or 
conservation of the job, as distinguished 
from the protection of earnings, is not 
so well developed. In all cases, there 
is great need for more detailed study 
of the economic effects of applying 
these principles or others to concrete 
situations. 

Suppose an arbitrator has this atti- 
tude of looking at labor disputes as a 
phase of a concerted or mass movement 
and also has at his command a good 
knowledge of working rules and their 
effects; what shall he do? Probably his 
attention will be concentrated first on 
separating the area of dispute into two 
parts: (1) The issues which involve 
policies so fundamental that they ought 
to be determined by the legislative 
method of negotiation; (2) the issues 
which have less at stake and which 
therefore are likely to be solved satis- 
factorily by a moderate change in 
working rules. To the first class of 





2 State of Kansas ex rel. Attorney-General and 
members of Local No. 841 of International Broth- 
erhood of Electrical Workers v. Topeka Edison 
Company, First Annual Report of Court of Indus- 
trial Relations, 1920, p. 23. 
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issues he will apply the balance-of-dif- 
ference principle, which, in effect, merely 
shifts the responsibility for settlement 
back to the disputants after a period of 
cooling off. To the second class of 
issues he will apply the working-rule 
principle, after determining the facts 
(which may be disputed or unclear) and 
the probable economic effects (in terms 
of efficiency, stability, good-will, and 
the like) of sanctioning different work- 
ing rules. 

Though the award be a reasonably 
good one, there is still the problem of 
enforcement, the final test of the effec- 
tiveness of arbitration. This is espe- 
cially important in the public utility 
field because of consumers’ dependence 
on uninterrupted service. Even a good 
award may be spoiled if antagonism 
rather than conformity is the outcome 
of attempts to enforce it. 

In general, three types of sanctions 
may be used. The award may be en- 
forced in a court of law; this is the 
strongest inducement to obey, since it 
is backed up by the power of the gov- 
ernment. It is also the method advo- 
cated by the committee of the American 
Bar Association. One should note, 
however, that compulsory enforcement 
does not mean strictly compulsory 
arbitration, which occurs when there is 
a legal obligation both to submit a dis- 
pute before striking and to obey an 
award. A second alternative is to use 
economic penalties, such as fines, over- 
time work at straight pay, and so on. 
A third alternative is to leave enforce- 





% Pennsylvania Railroad Company v. U. S. Rail- 
road Labor Board, 261 U. S. 72 (1923). 


*Cf. Robertson v. Baldwin, 165 U. S. 275 
(1897); Bailey v. Alabama, 219 U. S. 219 (1911); 
Wilson v. New, 243 U. S. 332 (1917); Wolff Pack- 
ing Company v. Kansas Court of Industrial Rela- 
tions, 262 U. S. 522 (1923). 


* Frequently, temporary arbitration to avert a 


ment to the good faith of the two 
parties. Here the inducement is merely 
the sentiment of moral obligation to 
keep agreements. 

All three degrees of inducements 
blend into one another, making it diff- 
cult to separate them analytically. But 
a choice must be made. The Railroad 
Labor Board was limited to the moral 
inducement, an appeal to public opin- 
ion.* The arbitration awards under 
the Railway Labor Act of 1926 may 
be enforced by a court order, as was 
the case in the Kansas Industrial Court 
Act. 

This question of the most effective 
means of enforcing arbitration awards 
is many-sided. The complications are 
of two general types, legal and eco- 
nomic. In view of the Thirteenth 
Amendment, is it constitutional to en- 
list the judicial power in enforcing 
awards? Undoubtedly a stronger case 
can be made out for legal enforcement 
of awards in public utility industries 
than in private industries.* But if 
constitutional difficulties are brushed 
aside, many practical legal difficulties 
remain. Are the courts equipped to 
handle the task?*® The delay in legal 
procedure is a very serious obstacle, 
among others, because timeliness is 
important when rapid economic changes 
are involved. 

The difficulties in enforcing awards 
by economic penalties revolve around 
the question whether persuasion or 
compulsion in some degree is the better 
means of getting human beings to do 





crisis results in an ambiguous award, requiring 
subsequent interpretation to avoid further disputes. 
In such cases, a problem is raised whether to call 
back the original board, continue the board as per- 
manent, or provide for temporary umpires whose 
sole function should be to interpret the application 
of the award to the specific facts. On the whole, 
experience under the Newlands Act seems to point 
to the advisability of the umpire or referee method. 
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certain things. Generally speaking, we 
observe that willing workers give more 
efficient service than coerced workers. 
It would seem, therefore, that in the 
long run the best results would come 
from treating the observance of awards 
as a matter of good faith, or mutual 
self-interest. In the case of standing 
arbitrators with limited jurisdiction, it 


is possible to secure obedience by minor 


economic penalties if the workers are 
organized into a strong, disciplined 
union, capable of holding members in 
line. In the absence of such responsi- 
ble organization, economic penalties for 
disobedience are likely to cause more 
ill-will than good-will. 

After all, arbitration is no panacea. 
Its effectiveness in avoiding interrup- 
tions of work can be increased if there 
is a clear understanding of the limita- 
tions and problems involved. There is 
no magic formula for making it suc- 
cessful. Past experience has revealed 
some of these difficulties; future experi- 
mentation, accompanied by a clear 
sense of realities and group psychology, 
will, I believe, reveal others. At pres- 
ent the chief difficulty is that too much 
is expected of arbitrators. Also, the 


offer and acceptance of arbitration are 
bargaining points, with the result that it 
is generally looked upon as a substitute, 
rather than a supplement, for negotia- 
tion. This attitude leads to “crisis” 
arbitration, which rarely is permanently 
successful and almost never builds a 
constructive policy for the future. Even 
where arbitration is thus used, however, 
it can function more effectively if arbi- 
trators are fitted to their jobs, if they 
then separate the legislative from the 
judicial issues and treat each differently, 
and if the means of enforcement is 
adapted to the psychological, economic, 
and institutional situation with which 
the award deals. More intelligent ne- 
gotiation and more realistic arbitration 
are both needed. 

For the most part, however, arbitra- 
tion is better adapted to decisions of 
disputed facts which do not involve 
large numbers of people or fundamental 
policies and to the modification of 
working rules which lead in the direc- 
tion of more stable relations in the 
future. In other words, it is adapted to 
the piecemeal building of a policy and 
of practices of stabilization, reducing 
the uncertainties and risks of the future. 








Is PUBLIC UTILITY REGULATION EFFECTIVE? 
A REVIEW OF TWO RECENT BOOKS 


By MARTIN G. GLAESER 


question whether public utility 

regulation was effective would 
have been answered with a hopeful af- 
firmative. If not everywhere successful, 
conspicuous instances of success, it was 
thought, could be found. From these 
one might derive some suggestions as to 
improved methods, devices, and prin- 
ciples which should be applied. The 
state commission system of regulation 
was well-nigh universal, and it seemed 
as if the system required only a little 
more rounding out and improvement in 
detail. 

At the present time this feeling of 
optimism is gone. Certainly, it is by 
no means as general as it once was. In 
several states the commissions are defi- 
nitely on the defensive; and in some in- 
stances the commissioners themselves 
are grumbling that their effectiveness is 
gone. Since this state of mind exists, 
it is interesting to compare two recent 
books which deal more or less with this 
question.” 

John Bauer in his recent book is an 
outstanding critic of the present method 
of public utility regulation. He elabor- 
ates upon earlier treatments of the same 
subject and comes forward at the same 
time with a definite suggestion which, 
he contends, will put an end to the dif- 
ficulties of the present system of regu- 
lation. 

The book is written primarily for 


A LITTLE over a decade ago the 





*Bauer, John, Effective Regulation of Public 
Utilities, The Macmillan Company, New York, 
1925. Clark, J. M., Social Control of Business, 
University of Chicago Press, 1926. 


constructive use by commissions, muni- 
cipalities, investors, the utilities them- 
selves, and “the several professional 
groups interested in the work of regu- 
lation.” The author also claims to have 


presented the subject-matter “‘so as to 


make it suitable for text-book use in 
college and university courses dealing 
with regulation.” 

As to the first purpose, it may be said 
that the author has fully achieved his 
goal. The book was written from and 
for the firing line, as he suggests in his 
preface. It is therefore in the nature 
of a sustained argument which, while it 
presents the subject rather completely, 
nevertheless selects among the materials 
and distributes the emphasis in such a 
manner as to build up the conclusion 
for which the author contends. Among 
the several books dealing with public 
utilities that have recently appeared, 
Dr. Bauer’s book stands out for its con- 
sistent point of view and for the way 
in which non-essentials are brushed 
aside and discussion is directed toward 
the- focal points of conflict in public 
utility regulation, Whether or not one 
fully agrees with the author in his con- 
clusions, the book challenges attention 
all along the line. To say that Dr. 
Bauer’s treatment is unbiased would be 
stating what is less than the truth. No 
doubt Dr. Bauer’s experience as a con- 
sultant and academic lecturer leads him 
to state his opponents’ position fairly 
and correctly, but the full force of the 
opposing argument is not presented. 
There is also some unnecessary repeti- 
tion of his own arguments which de- 





uni- 
em- 
onal 
egu- 
lave 
3 to 
> in 


ling 


said 

his 
and 

his 
ure 
le it 
ely, 
‘ials 
ha 
sion 
ong 
blic 
red, 


way 
hed 
ard 
blic 


one 


‘ion 
Dr. 
be 
No 
‘on- 
im 
irly 
the 
ed. 
eti- 


de- 








IS PUBLIC UTILITY REGULATION EFFECTIVE? 87 


tracts somewhat from the vigor of 
statement. 

Although the book is a consistent 
statement of what has come to be the 
“public point of view” upon the moot 
problems of regulation, it does not go 
into the historical aspects of these prob- 
lems sufficiently to give the student or 
general reader the requisite back- 
ground. Reading only Dr. Bauer's 
treatment and knowing nothing about 
the historical antecedents, one might be 
convinced that all forms of regulation 
hitherto attempted have been abject 
failures. Yet in most instances the pres- 
ent-day problems of regulation have 
been long in maturing. Positions taken 
in regard to these problems at one time 
may have been entirely reasonable in 
the light of conditions then obtaining. 
They are wrong or questionable now be- 
cause the fundamental presuppositions 
have changed. For this reason among 
others, in the present writer’s opinion, 
Dr. Bauer’s book cannot be wholeheart- 
edly recommended as a 'text-book to 
students who are getting their first in- 
troduction to the problems and policies 
of regulation. If the lack of an ade- 
quate text-book dealing with local utili- 
ties makes the choice a hard one, the 
use of Dr. Bauer’s book, with its pre- 
occupation with present-day difficulties 
and its subtle bias toward consumers’ 
interests, should at least be matched 
by the parallel use of one which is less 
given to a rehearsal of difficulties and 
which has a subtle bias in behalf of the 
utilities. 

Professor Clark’s book is essentially 
different in character. Although about 
half the volume is given to a treatment 
of utility regulation, it is really a 
treatise on institutional economics. In 
the course of an examination of the 
various forms of control to which busi- 
ness is subjected, he elaborates some- 


what more fully the present trend of 
public utility control. For his purposes, 
the treatment is entirely adequate and 
is one to be recommended heartily to 
more advanced students, specialists, or 
lay readers. This review will be re- 
stricted to subjects covered by Profes- 
sor Clark in common with Dr. Bauer. 


What Is a Public Utility? 


Before coming to the main point in 
Dr. Bauer’s analysis of the problem of 
making public utility regulation effec- 
tive, a few observations are necessary 
to get his orientation in regard to cer- 
tain fundamentals. In an introductory 
chapter he gives his conception of the 
nature of a public utility. ‘ It is a legal 
concept) Public utilities, he says, are! 
industries with respect to which special 
regulation has become firmly estab- 
lished. It should be noted that special 
regulation is distinguished from general 
regulation under the police power to 
which all industries may be subjected. 
The heart of such special regulation is 
the governmental power to fix prices, as 
first recognized in the Munn case. A 
merit of this treatment is that all pub- 
lic utilities are treated as fundamentally 
of the same character. Whatever differ- 
ences may exist among them from an 
economic point of view, they belong to 
the same order of legal phenomena. 
The author correctly concludes that the 
possession of special privileges, such as 
franchises and the power of eminent 
domain, does not make a business a pub- 
lic utility, but rather that the recogni- 
tion of a public utility status is a condi- 
tion precedent to the granting of such 
privileges. 

What, then, causes the status to be 
legally recognized? It is not the exist- 
ence of economic monopoly, although 
that will help. Rather it is the recog- 
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nition that large numbers of people are 
dependent upon such service. Abuses 
may make this matter of dependence 
clear to people, because dependence is 
a matter of feeling. The basic reason 
for regulation “is not the existence of 
monopoly itself but the importance of 
the service furnished, whether by a 
monopoly or by competitive concerns” 
(p.7). And again: “A broad survey 
of the development of regulation will 
show that the fundamental characteris- 
tic of any business subjected to regula- 
tion is its importance to the commun- 
ity” (p. 6). 

In thus emphasizing that the distin- 
guishing feature in the development of 
public utilities is the importance of the 
service, Dr. Bauer is able to interpret 
the existing agitation with respect to 
the regulation of housing, milk supply, 
and coal supply as that of “public utili- 
ties in the making.” Although this 
phrasing is quite apt, it may be ques- 
tioned whether this does not depart 
somewhat from the true concept. A 
feeling of dependence as a psychologi- 
cal fact may upon analysis be found to 
rest upon two underlying conditions: 
(a) the recognition that a given service 
is indispensable to civilized life, and (b) 
the recognition that the service tends 
to be monopolistic so that the consumer 
has no alternative open to him.? Under 
these conditions, special regulation in- 
volving the control of price will be 
necessary. 

Dr. Bauer is right in saying that 
effective regulation depends upon a clear 
understanding of the proper scope of 
price control. This may be one of those 
neglected fundamentals which frequent- 
ly mars the superstructure of regu- 
lation. It is generally recognized that, 





*Cf. Glaeser, M. G., “The Meaning of Public 
Utility,” JOURNAL OF LAND & PUBLIC UTILITY 
EcoNoMiIcs, Vol. I, pp. 176-188. 


in the exigencies of war, public author. 
ity was extended further than ever be. 
fore in our history. And a major 
political, if not an economic, policy of 
the post-war adjustment has been the 
deflation of public authority along many 
lines. Governments are not entirely 
exempt from the principle of economy. 
The state should economize coercion. 
Whenever the price-fixing function may 
be left free without endangering es- 
sential interests, competition rather 
than regulation should be encouraged. 
Is utility regulation ineffective because 
we have brought too many different in- 
dustries within the concept of public 
utility? The writer agrees that a good 
anchor for effective regulation is con- 
sumers’ dependence, but it should be 
definitely earmarked as a dependence 
based upon a combination of monopoly 
and essentiality of the service. 

Professor Clark also discusses “the 
basis of ‘public interest’ in industry” 
(p. 298 et seq.) and appears to come 
to the same conclusion by a somewhat 
different method. He points out that it 
is necessary to recognize “different 
kinds of public interest, justifying dif- 
ferent types of regulation,” that public 
utility regulation is one of these types 
with price control as its economic 
function, and that this restricts the con- 
cept of public utility to those industries 
where there exists “‘consumers’ disad- 
vantage.” 


Rules of Rate-Making 


Dr. Bauer’s chief purpose, however, 
is to criticise regulation. He does this 
by showing the difficulties which have 
hindered effective regulation, “the 
vague principles,” “indeterminate facts,” 
“undefined methods,” and “cumbersome 
rate procedure.” He proposes, then, 
“to cut through the tangle” by present- 
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ing a plan which will render rate-mak- 
ing a definite and automatic process, so 
that both sides “will readily accept the 
fundamental proposal of this work.” 
After discussing certain preliminary 
matters in regard to the purposes of 
regulation which bring out well the im- 
portance of accounting for purposes of 
effective control, the fundamental de- 


' fect in existing arrangements is traced 


to the fact that statutes do not define 
the principles, policies, methods, and 
machinery by which reasonable rates 
may be fixed and maintained. This 
represents an attack upon the common- 
law rule of reasonableness which was 
generally placed in the statutes upon the 
theory that commissions were better 
fitted than legislatures to develop a sci- 
entific regulatory program which would 
fit the facts. Perhaps the remedy for 
present ineffectiveness is, as Dr. Bauer 
suggests, a statutory rule of rate-mak- 
ing; but it should be recognized that the 
drafting of a statutory rule is possible 
at the present time only because we 
have learned much during the long 
period of discussion and experimenta- 
tion which has been a by-product of 
commission regulation. 

Dr. Bauer rightly states that the 
problem of securing effective regulation 
by a statutory rule of rate-making 
hinges upon clearing up what is meant 
by the judicial rule of rate-making, first 
announced in Smyth v. Ames, of a “‘fair 
return on fair value.” It is interesting 
to note that in Professor Clark’s treat- 
ment this formula is likewise basic. 
Dr. Bauer states that it is the function 
of the legislature, and not of the courts, 
to define what is a fair return upon the 
fair value. Because the legislature has 
not been definite, the commissions have 
been intimidated by the courts, while 
the courts have been indefinite for fear 
of encroaching upon the legislature. 


Rate-making, which includes the defini- 
tion of a rate base and a rate of return, 
is a legislative function. It is one or- 
ganic process, the wisdom of which does 
not concern the courts, although they 
set the limits upon legislative action. 
What is needed, therefore, is greater 
definiteness on the part of the courts as 
to the limits of legislative action and 
greater definiteness on the part of the 
legislatures as to the methods and prin- 
ciples which their agents, the commis- 
sions, should use in fixing reasonable 
rates. 

Thereupon Dr. Bauer launches into 
an analysis of court decisions upon val- 
uation, from which he concludes that 
“there is no reason why the legislatures 
and the commissions should not pro- 
ceed with the formulation of definite 
principles of valuation to be applied to 
existing investment. Within broad limits 
the legislatures are free to determine 
policies and provide methods of regu- 
tion which will bring order out of ex- 
isting chaos, and place regulation upon 
a permanent and workable basis.” The 
conclusion is essential to his thesis. 

This chapter, although interesting 
and informative, is, in the present writ- 
er’s judgment, the least convincing in 
the book. The author’s evident purpose 
is to show that the legislatures need not 
fear the courts; that the zone within 
which reasonableness lies is so wide that 
a rate-making rule can be drawn which 
will satisfy both the public and the utili- 
ties. His technique is to prove that any 
inconvenient statements by the court 
which might imply less latitude for the 
legislature are mere dicta. To under- 
stand the situation, one must appreciate 
the sardonic humor with which lawyers 
are prone to overwhelm the layman, 
particularly the economist, who dares 
to trench upon legal preserves, by prov- 
ing to him that his cherished conclu- 
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sions rest only upon “dicta,” statements 
which are not necessary for the decision 
of the case. Any mere layman’s analy- 
sis of the import of judicial decisions 
can thus be made to fade into a legal 
Nirvana where nothing matters. Dr. 
Bauer has profited by his experience, 
and his methodology in this chapter is 
designed to foil his accusers. But the 
result is not convincing. 

The recent decision of the United 
States Supreme Court in the Indian- 
apolis Water Case’ is sure to lead to a 
different interpretation. In that case it 
becomes very clear that the majority of 
the United States Supreme Court fol- 
lows the general price trend in its inter- 
pretation of “fair value,” and that un- 
der present conditions “‘spot cost of re- 
production”’ must be given the predomi- 
nant weight. This decision is certain to 
leave less latitude for legislatures in 
formulating a reasonable rule of rate- 
making. 

What should be the rate base in Dr. 
Bauer’s proposed rule of rate-making? 
The question is answered in a chapter 
contrasting the investment and cost of 
reproduction standards of valuation in 
their relations to changing prices. 
Previously the conclusion was reached 
that existing investments and future in- 
vestments must be separately treated, 
that it will be necessary to clear up 
doubts and uncertainties of the past 
through an appraisal of existing prop- 
erties, but that the rule for future in- 
vestments should be the reasonable cost 
of construction and that this can be 
agreed upon. The effect of changing 
price levels upon the cost of reproduc- 
tion is such as to make its use for rate- 
base purposes highly disadvantageous. 
A prime requisite for effective regula- 
tion is a fixed rate base, and hence “the 
only reasonable course is to base the 
valuation of existing investments on the 


actual original cost of the properties 
with a deduction for depreciation” (p. 


137). 

Dr. Bauer finds, however, that this 
procedure might work an injustice upon 
stockholders, and so he suggests an ini- 
tial adjustment of the rate base. The 
essentials of his plan are given in the 
following paragraphs (pp. 126-127): 


The fact, nevertheless, should be squarely 
faced that while the bondholders have de- 
liberately and definitely accepted a limited 
return, the stockholders did not assume any 
such direct fixed conditions. They did under- 
take certain risks and they did provide special 
protection for the bondholders. While they 
devoted their money to the enterprise with 
the limitations of a regulated return, the con- 
ditions and terms of the investment were 
never clearly prescribed. While presumably 
they might have been limited to a definite and 
fixed return, this was not explicitly stated in 
any of the laws of the country. 

For these reasons, at least, some adjustment 
mav be made on the stockholders’ investment. 
This, however, should be strictly limited to 
the stockholders, and not allowed on the 
properties financed through the issue of bonds. 
The practical procedure in such an adjust- 
ment would be, first, to make a definite de- 
termination of the net investment equal to 
the original cost of the properties less depre- 
ciation. From this amount would be deducted 
the face value of the various bonds outstand- 
ing. The balance would represent the original 
investment made by the stockholders. Then 
the time of issuance of the stock can usually 
be accurately determined from the corporate 
records, and the change in general price levels 
could be approximately ascertained through 
standard price curves. Then the original 
stockholders’ investment would be increased 
by the percentage by which general prices 
have risen since the time of the issuance of 
the stock. By this adjustment the stockholders 
would be fully compensated for the change in 
price levels and the decrease in the purchasing 
power of money. 


With this adjustment for stockhold- 
ers’ investment, the appraisal of exist- 





* Public Service Commission of Indiana v. Indi- 
anapolis Water Company, 47 Su. Ct. 144 (1926). 
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ing properties at their original cost less 
depreciation can be made the starting 
point for a new régime in which the 
prudent investment becomes the future 
rate base. 

The remaining issue is the deduction 
of accrued depreciation. This is an- 
other point at which Dr. Bauer’s views 
diverge sharply from those generally 
held by public utility officials. The lat- 
ter usually treat depreciation as de- 
ferred maintenance. The depreciation 
to be deducted from the cost new is 
equal only to the expenditures neces- 
sary to place property in first-class oper- 
ating condition. Dr. Bauer's concep- 
tion of depreciation is that of an ac- 
crued capital cost chargeable against 
past operations. Sums of money equal 
to this accrued cost have already been 
collected from customers and are now 
impounded in a depreciation reserve, 
subject to investment in outside securi- 
ties or in plant extensions. When de- 
preciation reserves are invested in the 
property, they must be deducted to as- 
certain net investment. 

The logic of this argument, espe- 
cially from an accounting point of view, 
is correct. The following questions may, 
however, be raised: (1) Is it economic- 
ally correct to define depreciation as 
expenditures used to maintain the pro- 
ductive capacity of physical property 
regardless of price changes? (2) Is it 
economical to set aside depreciation on 
a straight-line basis, as Dr. Bauer sug- 
gests? It would seem that depreciation 
should be measured in terms of the cost 
of property and not of the cost of its 
reproduction. This is certainly more in 
accord with the general theory of Dr. 
Bauer’s plan. Would it not be better, 
also, as some commissions now require, 
that companies pay an arbitrary interest 
return upon depreciation reserve bal- 
ances and estimate the annual deprecia- 


tion requirement on a_ sinking-fund 
basis? 

It should be noted that Dr. Bauer is 
consistent and treats as depreciation 
any falling off in the market value of 
land at the time of its disposal. At this 
point, he is very close to recognition of 
the “going concern” theory of regula- 
tion.* In order to get the accrued de- 
preciation on existing properties, Dr. 
Bauer contends, the initial appraisal 
should establish the figure through con- 
sideration of elapsed life of units as 
ascertained by a combination of life- 
table and inspection methods. The 
amount of the original cost as adjusted 
should then be set up on the books, the 
accrued depreciation should become the 
opening credit balance in the deprecia- 
tion reserve, and the outstanding se- 
curities should then be adjusted to the 
resultant net investment. 

As to special items in valuation, 
sometimes spoken of as intangibles, Dr. 
Bauer concedes that some leeway may 
be given in special cases. Indirect con- 
struction costs and organization ex- 
penses, the so-called overheads, should 
be included in the appraisal; an allow- 
ance for working capital should be 
made equal to the net current assets; 
good-will and going value (the “net 
deficits” theory) are dismissed as 
legally inadmissable, although some es- 
timate may be made of the cost of ob- 
taining customers. In all these adjust- 
ments a rule of reason should be ap- 
plied which will resolve all disputed 
questions as to the past and provide a 
permanent rate base for the future. 

In Professor Clark’s view, with his 
emphasis upon the institutional back- 
ground of control, the proper starting 





*Cf. Glaeser, M. G., “A Focal Point of Con- 
flict in Judicial Opinion on the Valuation of Public 
Utilities,” JOURNAL OF LAND & PUBLIC UTILITY 
economics, Vol. I, pp. 250-256. 
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point of regulation is the recognition 
that public utility property must be dis- 
tinguished from ordinary commercial 
property, since “the public right to a 
certain kind of regulation is definitely 
reserved and qualifies the property 
rights of the owner” (p. 349). Own- 
ers are entitled to charge reasonable 
rates, and regulation begins to take 
their property when it forces rates be- 
low a reasonable level. Thus he con- 
cludes that ‘‘confiscatory and unreason- 
ably low rates are one and the same, 
the only practical difference consisting 
in the degree of certainty required for 
proof, and the question which party is 
to be given the benefit of the reasonable 
doubt that arises in matters involving 
discretion and judgment” (p. 349). 
Professor Clark then proceeds to ex- 
amine the “rule” of value in Smyth v. 
Ames and dismisses the legal theory of 
fair value as “undeniably groping and 
confused.” His treatment of details, 
particularly of the development which 
the rule has undergone at the hands of 
engineers, commissions, and courts, is 
somewhat better than Dr. Bauer’s. 
Fundamentally, he comes to the same 
conclusion, for he quotes, with apparent 
approval, Justice Brandeis’ rejection of 
the rule as “legally and economically 
unsound.’ 


Rate of Return 


The rate of return should be made 
equally definite. Dr. Bauer suggests a 
single uniform rate (7%) to be applied 
to the existing investment for all com- 
panies. If differences between com- 
panies are to be recognized, this rate 
should be definitely fixed for each com- 
pany. This definite rate of return 


*State of Missouri ex rel. Southwestern Bell 
Velephone Co. v. Public Service Commission of 
Missouri, 262 U. S. 276, 289 (1923). 





would not be changed presumably so 
long as existing properties remained in 
the rate base. As to future invest. 
ments, however, the rate of return 
should be based upon the actual con- 
tractual cost at which funds were ob. 
tained. Funds secured through bond 
issues would receive a return equal to 
the cost to the company of such bor- 
rowed capital. Funds secured through 
preferred stock issues would receive a 
return equal to the rate named in the’ 
certificates. Very little money, Dr. 
Bauer thinks, would be _ obtained 
through the sale of common stock be- 
cause under the statutory rule of rate- 
making the income would be assured 
and risks would vanish. Hence the 
reason for common stock issues would 
disappear. Nevertheless, if common 
stock is sold, he would favor legislation 
providing for a definite dividend re- 
turn upon the common stock; or prac- 
tically the same result could be achieved 
through an administrative order fixing 
the return which will be allowed upon 
the common stock. Thus it appears that 
Bauer’s proposal would carry the “‘cost 
of service” theory of rate-making to the 
point of applying it also in the deter- 
mination of the rate of return. 

Professor Clark’s discussion of the 
rate of return is rather brief and bound 
up in several places with his discussion 
of operating efficiency. He makes no 
definite proposal, preferring rather to 
illuminate the whole subject of what is 
a reasonable earning power by exposing 
the difficulties, inconsistencies, and in- 
conclusiveness of the present mode of 
procedure, and by letting fall sugges- 
tions as to alternatives which might be 
adopted. He recognizes with Dr. Bauer 
that the problem of adjusting the re- 
turn to the changing purchasing power 
of money is an essential factor. 

The remainder of Dr. Bauer’s book 
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is devoted to a brief discussion of rate 
schedules, the attainment of financial 
stability under the plan, and the manner 
in which his plan clears the way for a 
study of operating and service prob- 
lems by the utilities in cooperation with 
the commissions. 

It is dificult to evaluate Dr. Bauer's 
proposals from a practical point of 
view because of the tremendous scope 
of the utility problem. Something akin 
to his program was contained in a sug- 
gestion made in 1915 to Director 
Prouty of the Bureau of Valuation of 
the Interstate Commerce Commission 
by the Railroad Commission of Wis- 
consin. Unfortunately, no estimate of 
the original cost of existing items of 
railway property was made; only its 
cost of reproduction was determined on 
the basis of a five-year average of 
prices. Dr. Bauer’s scheme also re- 
sembles a good deal the service-at-cost 
franchises under which a number of 
urban electric railways are operating. 
Unless recent court opinions divert the 
trend of commission regulation, this 
trend is in the direction of service at 
cost for the local utilities. The Trans- 
portation Act of 1920 makes a begin- 


ning in the same direction for the rail- 
way system of the country. Dr. Bauer, 
it seems, would apply the plan both to 
the monopolistic local utilities and to 
the semicompetitive steam railway utili- 
ties. Professor Clark, on the other 
hand, makes a distinction between the 
two, and bases his scheme of control 
upon the operating cost of some repre- 
sentative road in the case of semicom- 
petitive industries (pp. 373-381). 
Whatever the merits of these pro- 
posals may be from the standpoint of 
practice, it is well to have the question 
raised whether regulation is not losing 
some of its effectiveness on account of a 
too close following of ill-considered 
court opinions. By way of summary it 
is, perhaps, not an unwarranted state- 
ment that Dr. Bauer is somewhat too 
pessimistic regarding the past accom- 
plishments and future prospects of the 
state commission system of regulation, 
and that he is somewhat too optimistic 
of what can be accomplished by means 
of a statutory rule of rate-making. The 
experiment would certainly be interest- 
ing if some state, like Wisconsin, with 
a conservative and efficient public utility 
commission would make the attempt. 
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BOOK REVIEWS 


Report of the Land Inquiry Committee of the 
Liberal Party, 1923-25. THE LAND AND 
THE Nation. London: Hodder and 
Stoughton, Litd., 1925. pp. 588. 15. 


Orwin, C. S., and Peel, W. R. THe TENURE 
oF AGRICULTURAL LAND. Cambridge: 
Cambridge University Press, 1925. pp. 76. 
3s. 6d. net. 


In the October, 1926, number of the 
JOURNAL OF LAND & PUBLIC UTILITY 
ECONOMICS, J. P. Maxton has reviewed 
the British land situation and has stated 
clearly the circumstances which have 
created the demand for the nationaliza- 
tion of the land of Great Britain. The 
Land Inquiry Committee of the Lib- 
eral Party has issued its Rural Report 
under the title The Land and the Na- 
tion, which supplies more of the political 
background of this movement. 

In this report the committee deplores 
the urbanization of the country and 
criticizes “low-cost farming” and the 
enormous importation of food stuffs. 
It must also be remembered that the 
kingdom is faced with unprecedented 
unemployment. In August, 1925, there 
were more persons out of work than 
were engaged in agriculture (p. 10). 

As a solution for the problem the 
committee rejects tariffs or bounties as 
“out of the bounds of practical politics.” 
Neither will they permit farmers to re- 
duce the intensity of cultivation to meet 
low prices. This would not help the 
problem of unemployment or that of 
decreasing food production. The rem- 
edy is sought in a change of tenure. 

The development of the present sys- 
tem is reviewed. A threefold function 
has developed—land owning, land oper- 
ation, and labor. The landowner’s func- 


tion is held to be that of supplying 
agriculture with its permanent capital— 
land, buildings, reclamation and other 
meliorations that tend to merge with 
land. He is also to furnish the leader- 
ship in agriculture of which Coke of 
Norfolk was the classic example. But 
it is claimed that the landlord has failed 
to perform his function. “The Coke of 
Norfolk argument breaks down in the 
absence of evidence that landlordism 
has continued to be inspired by Coke’s 
spirit, directed by Coke’s ability, or 
supported by Coke’s ample fortune” 
(p. 229). The landlord has failed to 
supply capital and is accused of putting 
the emphasis on sport. He is no longer 
a rural leader nor does he carry on 
reclamation or other improvements in 
the technique of agriculture. 

Orwin and Peel (p. 1) say that he 
has become a mere rent receiver because 
all tenant legislation since 1883 has 
tended to restrict his activities and re- 
duce his functions. 

On bringing together from various 
parts of the Report items bearing on 
this subject, it appears that the commit- 
tee expects tenure reform to accomplish 
the following: 

1. To raise production to a higher level; 

2. To bring about a division of land into 
more economical units; 

3. To provide the permanent capital for 
agriculture which landlords are now failing 
to provide; 

4. To give security of tenure to the farmer; 


5. To create an agricultural ladder for the 
laborer. 


To the American mind it would seem 


that the proper remedy would be to 


provide a means of selling the land to 
Owner-occupiers, as was done in Den- 
mark. But this is ruled out both by the 
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Report and by Orwin and Peel. It is 
claimed that owner-occupancy is no 
guaranty of efficient agriculture. What 
is needed is absolute security for those 
who cultivate the land and at the same 
time insistence “‘on good cultivation as 
the prime condition of occupation” (p. 
238). Common self-interest is not con- 
sidered sufficient pressure to secure 
“high farming.” It is claimed that a 
system of owner-occupancy will perpet- 
uate the present distribution of lands 
(p. 422), will not prevent the restora- 
tion of the old system, will not create 
incentives for closer settlement, and will 
bolt the door for the laborer. “It would 
leave wholly unsatisfied the deep-lying 
sentiment that the land belongs to the 
people” (p. 428). 

For almost two centuries the British 
farmer has rented land and he does not 
wish to own land now. At the present 
time, circumstances often force him to 
ownership against his will. He is fre- 
quently at the mercy of speculators who 
ask inflated prices for land or else force 
him to move elsewhere. Having to tie 
up his capital in land, he is unable to 
equip his farm properly. Here is real 
undercapitalization, as pointed out by 
Orwin and Peel. It is also argued that 
if the state lent money at a low rate of 
interest this would be an additional in- 
centive to pay high prices for land. 

Although Denmark is held up as an 
example of state action, it is not deemed 
advisable to follow its example and give 
the freehold to the cultivator. The 
Report claims that in Denmark many 
of the aims had been accomplished be- 
fore the tenure reform took place. 
Denmark is a rural country in contrast 
with urbanized Britain. At the time of 
the reform in Denmark, holdings were 
already of the proper size; large estates 
were being broken up. Moreover, the 
Danish freehold is a mere concession to 


the demand for ownership on the part 
of the peasants and is only a modified 
form of ownership at the best (pp. 425. 
427). 

The plan proposed is called Cultivat. 
ing Tenure. Only agricultural land is 
to be affected by this plan, although 
some of it may have site value. The 
proposal is to nationalize the land by 
purchasing it and thereby substituting 
the state for the private landlord, and 
to have the state perform the functions 
the landlord once performed. This 
might appear to be very advantageous 
to landlords now feeling the effects of 
the agricultural depression. However, 
the crux of the matter lies in the method 
of evaluation. The landlord is to be 
paid a value, or an annuity, based on a 
fair net rent. In arriving at the net rent 
the tenant is to subtract (and to pay) 
the minimum wage fixed for the area in 
which the farm is located. ‘The first 
principle of agrarian policy must be a 
living wage for agricultural workers.” 
If the rent fixed by the court does not 
permit the payment of the minimum 
wage, the court shall reduce the rent. 
The capitalization of rent into land val- 
ues is said to be a “mere matter of 
arithmetic” by Orwin and Peel, who use 
22% years’ purchase as the basis for 
their illustrations (pp. 44-45). How- 
ever, according to the Report, the 
“vears’ purchase” seem to vary from 
24 to 45 years (pp. 319-320). 

However, it is recognized that land 
has two values, ‘“‘a definite, ascertain- 
able, agricultural value, and the other an 
indefinite speculative value. The sec- 
ond is compounded of monopoly value, 
amenity value, prestige value, excess 
sporting value, and potential site value.” 
It is proposed to rid agriculture of the 
burden of “unreal values” and have the 
state pay the present owners on the 
basis of the first only. Some allowance 
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is to be made for game values if these 
are of importance to the tenant. Pro- 
visions are also made for giving the 
owner some of the site values if these 
are actually realized (pp. 35 ff.). Crit- 
ics of the plan have pointed out that 
this means the confiscation of a large 
element of land value.* 

The tenant at present on the farm 
will remain on the land. The rent fixed 
at the beginning of the lease becomes 
permanent until there is a break in ten- 
ancy. At death, the land passes to the 
widow, son, or other near relative who 
before the testator’s death has been 
resident and working on the farm or 
under training in succession. 

The landlord’s function is to be as- 
sumed by a County Agricultural Com- 
mittee to be elected on the widest pos- 
sible franchise. The primary work of 
this committee will be to secure “good 
cultivation.”” They are to have the right 
to terminate tenancies if the farmer is 
not competent, to change the size of 
farms, and to do many other things in 
the interest of agriculture discussed un- 
der “The superstructure of reform.” 

Although much is promised concern- 
ing the agricultural laborer, the mea- 
sures proposed seem rather vague. It 
is claimed that the desire for better cul- 
tivation will stimulate the demand for 
labor and thereby reduce unemployment. 
All these laborers will be paid the mini- 
mum wage. More land is to be made 
available for settlement, and provisions 
are made for laborer’s half-acres (pp. 





*C. Dampier Whetham, “The Land and the 
Nation,” The Economic Journal, March, 1926. 
*C. Dampier Whetham, of. cit. 


406 and 463). From here it is hoped 
he can step to “full-time holdings.” 

Several questions arise in the minds 
of American readers. It seems that 
the plan puts considerable power into 
the hands of an elective body of officials 
who must please their constituency in 
order to keep in office. Orwin and Peel, 
however, suggest a more centralized 
authority less dependent upon popular 
votes. Even granting Mr. Maxton’s 
contention that the British civil service 
is such that “influence,” “graft,” or 
“pull” are not to be feared, the ques- 
tion still presents itself, how will these 
officials be able to raise the level of pro- 
duction as long as economic conditions 
favor “low-cost” farming? If they have 
the right to remove a tenant for poor 
farming, wherein has he any more 
security of tenure than under the pre- 
vailing system of private tenancy? It 
is claimed with good reason, however, 
that the tenant will have the upper hand. 
Rents are fixed over long periods of 
time. If economic conditions should 
warrant a reduction in rent, the tenants 
can threaten to leave and force a reas- 
sessment. If conditions are in his favor, 
rents will remain at the old level. “The 
system binds society and leaves the ten- 
ant free.’ 

In closing, it might be pointed out 
that in the English situation there is a 
lesson for all landlords. Whenever their 
functions are reduced to mere rent-re- 
ceiving, there is likely to be a demand 
on the part of society that the state take 
over this operation. The tax collector 
can do it as well as the landlord. 

G. S. WEHRWEIN 
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PUBLIC UTILITY FINANCING 
DURING THE THIRD QUARTER OF 1926 


maturities sold during the third 

quarter of 1926 at a price to 
yield 5.62% per dollar and 5.69% per 
issue (Table I). The yield on the dol- 
lar was somewhat higher in the third 
quarter of 1926 than in the second 
quarter, 5.62% as compared with 
5.52%. There was a slight decrease, 
however, in the yield per issue, drop- 
ping from 5.72% in the second quar- 
ter to 5.69% inthe third. In the third 
quarter of 1926, eleven issues of notes 
sold at a price to yield a return on the 
dollar of 5.91%, a material increase 
over the return in the second quarter of 
5.65% on the dollar for fourteen note 
issues. Bonds and notes only sold at a 
price to yield 5.45% on the dollar and 
5.60% on the issue as compared with 
5.46% and 5.69% in the second quar- 


A. public utility securities of all 


ter of the current year. Long-term se- 
curities sold at a price to yield 5.57% 
on the dollar and 5.65% on the issue. 
Corresponding figures for the second 
quarter were 5.53% and 5.74%. The 
yield on short-term securities was con- 
siderably higher than it was for this 
type of security issue during the second 
quarter. In the third quarter of 1926 
securities of this class brought a return 
of 5.90% on the dollar and 5.73% on 
the issue. In the second quarter the 
return on short-term securities was only 
5.379% on the dollar and 5.64% on the 
issue. 

The rates on the various issues 
offered ranged from 4.80% to 7.00%. 
Of the 66 issues of interest-bearing ob- 
ligations recorded, 29 issues (44%) 
were offered at a price to yield 6.00% 
or more. These 29 issues had a total 


TaBLe I. WEIGHTED AND SIMPLE AVERAGE YIELD AT OFFERING PRICE OF NEW 
Pusuic Utirity Security Issuks 























ALL TyYPEs OF SECURITIES 
BONDS AND 
NOTES 
All Maturities Long Term Short Term 
YEAR 
Weighted | Simple |Weighted| Simple |Weighted| Simple |Weighted| Simple 
Average | Average | Average | Average | Average | Average | Average | Average 
Yield Yield Yield Yield Yield Yield Yield Yield 
1925 5.58 5.81 5.66 5.83 5.55 5.86 5.56 5.78 
Ct Cy -, i ree 5.46 5.78 5.65 5.81 5.32 5.77 5.48 5-79 
and Quarter..............6- 5.72 5.87 5.74 5.86 5.58 5.94 5.65 5.82 
grd Quarter.........s.sce00- 5.53 5.77 5.50 5.77 5.68 5.73 5.45 5.76 
oth Quarter..........scc0e8 5.77 5.82 5.77 5.80 5.76 6.02 5.65 5.77 
eee eer. Perer: errr rorrre eer Teeter: eeerver: \romeye eer 
Bot Quarter... .cceccccee 5.65 5.78 5.63 5.75 6.26 6.02 5.53 5.71 
and Quarter.............06- 5.52 5.72 5.53 5.74 5.37 5.64 5.46 5.69 
gtd Quarter. ....ccc0.0s000 5.62 5.69 5.57 5.65 5.90 5-73 5.45 5.60 
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par value of $79,695,000, or 34% of 
the total par value of all such obliga- 
tions issued. 

The total volume of public utility 
financing, according to an analysis based 
upon the records of the Commercial and 
Financial Chronicle, is much smaller for 
the third quarter of 1926 than for any 
preceding quarter of the current year. 
In the second quarter of 1926 the vol- 
ume of public utility financing reached 
its peak with an index number of 344. 
The material decrease in the volume in 
the third quarter of 1926 is shown by 
the fact that the index number for this 
period was only 159. 

Table II shows that the high monthly 
volume of financing recorded for the 
first six months of 1926 continued 
through the month of July. There was 
a sudden drop in volume in the months 
of August and September, the index 
number for the latter month falling as 
low as 38. 

All corporate financing for the first 
nine months of 1926 amounted to $3,- 


924,531,309. The total volume of 
public utility financing for the same 
period was $1,528,155,913 (38.93% 
of all corporate). Figures for the cor- 
responding period in the year 1925 
show a total volume of corporate financ- 
ing of $3,472,205,866, of which public 
utility financing, with a total par value 
of $1,311,833,247, constituted 37.78%. 
During the months of July to Sep- 
tember, 1926, inclusive, all corporate 
financing amounted to $1,046,5 38,213, 
31.26% of this total being represented 
by the security issues of public utility 
companies. An analysis of similar sta- 
tistics for the second quarter of the cur- 
rent year reveals a total par value of 
all corporate securities of $1,877,993,- 
096 and a total par value of public 
utility security issues of $707,631,840, 
37-68% of the total volume of corpor- 
ate issues. 

An analysis of the volume of public 
utility security issues based upon the 
type of utility issuing the security 
shows that the most marked decrease in 


TaB_eE II. INDEX NUMBER OF VOLUME OF Pustic UTILITY FINANCING, 1919-1926* 























1919 1920 1921 1922 1923 1924 1925 1926 
By Months 
EERIE soles ons acid Os cjonts 100 67 55 46 122 112 199 173 
ROUBER Soho dcccuncncwose s 48 28 25 47 66 89 172 125 
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EEUIR ck ae coci neleeOne!s 20 11 33 22 40 62 93 58 
SORIPINEOR ok 5.55.5 xs sai0 ieee 54 44 34 147 34 77 110 38 
CRBs oc oyna secrets 24 33 33 77 59 112 Ge Pec cucacs 
November. .........0.02000se00. 8 21 119 43 161 69 | rr 
PRCCOTINET 5 6c. 60,50 5:5:0.0°0. 6-058. 6% 20 63 53 54 135 III Bin Po cccces 
By Quarters 
BGC CHIAEIER... 6 occ sc csice sees 100 71 61 80 164 162 299 240 
oe MOMS es cceloc Cioran 8a yectals 27 56 4! 172 129 271 168 344 
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4th } asc Rate siavnverSeraia ele) ererbosters 30 68 119 IOI 206 169 7) | Eee 
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*Volume for January, 1919, First Quarter, 1919, and Year 1919 used as basis for computing index numbers for months, quar- 
ters, and years, respectively. Compiled from the records of the Commercial and Financial Chronicle. 
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the total par value of securities issued 
was reported by the telephone and tele- 
graph utility. That utility reported se- 
curities issued during the second quarter 
of the current year with a total par 
value of $198,050,000, or 28.1% of 
the total par value of all public utility 
issues. During the third quarter the 
telephone and telegraph utility issued 
only $35,254,044 worth of securities, 
representing 10.8% of the total par 
value of all public utility issues. There 
was, likewise, a considerable decrease 
in the volume of electric light and power 
utility security issues from $276,181,- 
000 in the second quarter to $115,- 
529,000 in the third. The volume of 
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electric light and power security issues 
amounted to 39.0% of the total par 
value of all public utility security issues 
in the second quarter and 35.3% of the 
total par value in the third. 

The total par value of public utility 
stock recorded in the third quarter of 
1926 was something less than half of 
that recorded in the second quarter of 
the same year, $85,962,711 as com- 
pared with $194,724,300. In both 
quarters the volume of stock constituted 
about the same proportion of the total 
volume of public utility issues, 27.4% 
in the second quarter and 26.3% in the 
third. 


Marion C. RICHTER. 


VOTING PROVISIONS IN PUBLIC UTILITY 
PREFERRED STOCK ISSUES OF 1925 


ie ORDER to discover the facts with- 
respect to the character of voting 
rights on preferred stock issues of pub- 
lic utilities, records of such financing 
during 1925 have been subjected to 
analysis. There are records showing 80 
instances of publicly offered issues of 
public utility preferred stock. It has 
been possible to secure the necessary in- 
formation with respect to 67 of this 
number for the purposes of this 
analysis. 

The facts have been obtained prin- 
cipally from prospectuses and circulars, 


TasLe I. DistrRisuTION OF 67 PUBLIC 
Utitity PREFERRED STocK Issues 
OF 1925 ACCORDING TO VOTING 














PROVISIONS 
re 67 100.00% 
FREES 17 25.37 
Non-voting.......... 6 8.96 
Contingent........... 44 65.67 











but in a number of instances this in- 
formation was either not given or not 
given in sufficient detail. Moody's and 
Poor’s manuals on public utilities, char- 
ters, and state laws were consulted to 
supply the missing information. 

Out of this total of 67 cases, 17 is- 
sues carry voting rights equal for all 
intents and purposes to those of the 
common stock. In 12 of these instances 
the provision is “equal voting rights 
with other issues” or ‘equal voting 
rights with common.” In three cases 
the provision is that each share of pre- 
ferred shall have one vote, which may 
be assumed to be the same as “equal 
voter’s rights.”” Two cases restrict vot- 
ing power to “one vote per share in the 
election of directors.” 

Contingent voting privileges are ac- 
corded the holders of 44 out of the 67 
issues examined. The character and dis- 
tribution of the character of the right 
and the contingency are set forth in 
Table II. The most common provision 
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appears to be that of equal voting right 
and the most common contingency, a 
default in dividends for four quarters 
or their equivalent. The second most 
common provision is the power to elect 
a majority of the board of directors 
and this again is most frequently con- 
tingent upon default in dividends for 


four quarters or its equivalent. In two 
cases, preferred holders obtain exclusive 
rights to vote after four quarterly de- 
faults. One less than a majority of the 
directors may be elected by the pre- 
ferred holders in two instances and then 
only after two years’ default, while in 
two other instances preferred holders 


TaBLE II. DisTRIBUTION OF 44 PREFERRED IssuES OF 1925, ACCORDING TO CHARACTER 
OF CONTINGENT VOTING PRIVILEGE 

































































REPRESENTED ON BOARD 
OF DIRECTORS 
EQuaL 
DEFAULT IN VoTE EXCLUSIVE MIScEL- 
DIVIDENDS FOR TOTAL WITH VoTING Elect LANEOUS 
A PERIOD OF: CoMMON | PRIVILEGE Elect One Less Elect 
Majority Than Two 
Majority | Directors 
gL] Seren er Bere crate 44 26 2 10 2 2 3 
I. 2 Quarters or equivalent...... 8 7 ee eee Comme permet (ere ary 1 
4 Quarteres: <2. c08 beens 2 By Retccy sac eee hasseat ese cuncwsbgexncades 1H 
% Quiagterae os <:0.0. 6 i8scs.00:s I Yer ener, fret eer Pee Coren eee 
@ Quartersh ss. <6:05 cece. I En) CO RCre: -eerennne| oreo | Skerry ore rere 
Arrears—$3.50............ I Be J Bessincccadbansccdacsluatecueecbeeces cess bamecenea 
Excess—$3.50............. I Bi. Weaciddeseccaneodsboesas cote nenweee taeeeans 
More than % annual...... 2 7 | RAE, UREN MAR IE Ae Ce <A REG] 2 eee 
II. 4 Quarters or equivalent...... 31 18 2 Gi Peach awel Bais Wea cocks 
Po 20 10 2 [ee SA eer neer| “Cremer. 
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BO MORB gears cielece viens se'ats 7 a Darcy aay ct oko Mea cai e-em rein Eee rer te arae Re. Weecatine 
Next annual meeting....... | en Seer caper ) es Sere ee rnen rrrer ere 
Amount aggregating 7%.... I a Ree Aen OME PRO rE ocr eres 
$7 per share.............. I | ee CO cereal aeer ie Sal ree Paro 
III. 2 Years orequivalent........ 5 Tee Bcc cca I Gel Ghee cenes 1 
eerste I ee een cere r er rerrerrere Ceerrer te 
Fail to pay quarter and 8 
succeeding quarters...... Ba Mes eieascieadacscccincnanvaes AG CEE ee OARS 
24 months§............... | SAAR oer ) ee Pes “ener er! Seer ere 
When $3.60 not set aside 
during 24 mo. ($1.80 paid 
per annum)............. | See Seer Sree ORR eRe Corer yee 19 


























* Exclusive vote on directors after 4 quarters’ default. 
t Exclusive vote on directors after 8 quarters’ default. 
2 Exclusive vote after 8 quarters’ default. 


$ Default 12 months, limited as set forth in charter. 
i! Each share preferred, 10 votes. 
fi Elects one-third of directors. 
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may elect two directors only and this 
after default for four quarters. 

In a number of cases the penalty for 
default is cumulative. Thus, in case 
(a), preferred has equal vote after two 
quarters’ default and exclusive vote on 
directors after four quarters’ default. 
Similarly in (b), after two quarterly 
defaults equal vote is granted and after 
eight quarters’ default exclusive ‘vote 
on directors. In case (c), equal vote 
is granted after four quarters and ex- 
clusive vote after eight quarters. One 
instance of unusual character provided 
for the election of one-third of the di- 
rectors after two years’ default and an- 
other that each holder of preferred 
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stock should receive 10 votes per share. 

Six issues out of the total of 67 may 
be designated as non-voting, although 
all but two of these have limited voting 
privileges. This privilege may be ex- 
ercised in two instances in case of pro- 
posals to amend the charter or certif- 
cate of organization affecting the rights 
of the preferred stockholders. In an- 
other case the preferred holders vote 
only on the question of dissolution, and 
in the last case only in the event of a 
proposal to increase outstanding pre- 
ferred stock or to issue stock with prior 
rights, when two-thirds consent is re- 


quired. 
MarGaret HAHN 


A CORRECTION 


HE Editors received a letter from 

Mr. J. L. Driscoll, Treasurer of the 
State of South Dakota, to the effect 
that a statement on page 286 of the 
July, 1926, issue of the JOURNAL in the 
article entitled ‘State Policies in Agri- 
cultural Settlement,” by B. Henderson, 
had injured the credit of the state. The 
article was a brief comparative survey 
of what was being done by states 
toward placing settlers on the land. In 
discussing the experience of South 
Dakota the statement was made that 
“South Dakota was unable to meet the 
interest due on outstanding bonds and 
the affairs of the Rural Credit Board 
are being liquidated.”’ The matter was 
submitted to the author of the article 
for investigation and report. 

It appears from the author’s memor- 
andum, printed below, that the state- 
ment in question gave a wrong impres- 
sion of the real situation. The Editors 
are therefore glad to publish this cor- 
rection with the author’s memorandum. 


MEMORANDUM 


The Rural Credit Law of South Dakota 
(Chap. 14—Revised Code of 1919) gave the 
Rural Credit Board power to sell bonds guar- 
anteed by the state and to issue warrants and 
to prescribe rules and regulations concerning 
the manner in which such bonds and warrants 
were to be sold, paid, and retired. It also 
provided that if at any time it should appear 
that the Board did not have sufficient funds 
in the treasury to pay its bonds or warrants 
or the interest at maturity or when due, it 
should be the duty of the Tax Commissioner, 
upon request of the board, to levy a tax upon 
all the taxable property of the state to pay the 
same when due, the tax to be extended and 
collected in the same manner as the other 
taxes. 

In January of 1925 a joint investigating 
committee was appointed from the Senate and 
House of the State of South Dakota to ex- 
amine the Rural Credits Department of the 
state. The report of this commission was 
submitted February 24, 1925, and printed in 
the Journal of the House (South Dakota) 
19th Session, 50th day, page 717. The fol- 


lowing information was found in the above 


report. 
The Rural Credit Board exercised extreme 
leniency in collecting interest and amortiza- 
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tion payments on outstanding mortgages. This 
policy resulted in a shortage in the interest 
fund for paying interest on outstanding bonds. 
However, there was a trust fund in the treas- 
ury of the Board accumulated from the sale 
of bonds and the collection of payments on 
principals and held for the purpose of paying 
off the bonds at maturity. The Board tided 
over its interest difficulties by advancing over 
$3,000,000 out of the trust fund to the in- 
terest fund (page 737 of the Report). 

The Board persisted, in the face of a re- 
straining order from the supreme court of the 
state, in banking its funds in violation of the 
legal regulations for making such deposits. 
During the agricultural depression 88 of the 
banks holding the deposits of the Board were 
closed and about $900,000 of the funds of the 
Board became frozen (page 739). It is also 
true that some losses were incurred, probably 
amounting to $500,000 (page 741). 

The Board was further embarrassed in that 
the reserve fund created by the difference be- 
tween interest charged for the loans and the 
interest on the bonds, did not, as was expected, 
cover the operating expenses of the Board. 
Selling bonds at a discount also added to the 
indebtedness of the Board. 

We have no record showing that the State 
Tax Commission was called upon by the 
Board to issue a special tax levy to provide 
funds to meet the Board’s obligations. The 
Board postponed its insolvency by issuing more 
bonds and further involving the state in debt. 
The total bond issues amounted to $47,500,000 
and the outstanding loans on December 31, 
1924, amounted to $41,064,211.45 (Report 
PP. 734-735). 

The joint commission reported on February 
24, 1925, and on March 14, 1925, the old 
Rural Credit law was repealed and a new 
law was enacted (chap. 266, Session Laws of 
South Dakota, 1925). The Rural Credit 


Board was reorganized and new regulations 


were prescribed for its activities. The State 
of South Dakota was pledged to pay interest 
and principal on $47,500,000 and was, there- 
fore, under obligations to carry on the affairs 
of the Rural Credit Board. 

No farm loans may be granted by the new 
Board from the Rural Credit fund except 
from any surplus in the fund not required for 
current expenditures. No loan may be granted 
for a term of over 10 years nor to exceed 
50% of the assessed value of the land. 

The statement on page 286, July, 1926, 
issue of the JOURNAL—“South Dakota was 
unable to meet the interest due on outstanding 
bonds and the affairs of the Rural Credit 
Board are being liquidated”—inadvertently 
conveys a wrong impression. The old Rural 
Credit Board was not able, out of its interest 
fund, to meet the interest on outstanding 
bonds and had committed some irregularities 
in handling the funds at its disposal. It did 
not request a special tax levy but increased the 
indebtedness of the state by issuing more 
bonds. At the time of the enactment of the 
new law and the reorganization of the Board, 
the press throughout the country generally 
stated that the Board could not meet its 
obligations. 

The actual truth is that the state is pledged 
and legally authorized to pay both principal 
and interest on the outstanding bonds. Under 
the new regulations, if Rural Credit funds are 
not available or sufficient for such purposes, 
the State Treasurer may issue emergency war- 
rants to meet the obligations of the Board. 
The State Treasury is to be reimbursed for 
each emergency warrant out of the Rural 
Credit funds as they are collected. How much 
the state stands to lose through the operations 
of the old Rural Credit Board is not known 
at the present time. 


B. HENDERSON (signed) 
Assistant Economic Analyst 





COMMENTS ON LEGISLATION AND 
COURT DECISIONS 


CHANGES IN FARM TENURE, 1920-1925' 


HE increase in the percentage of 
tenancy since 1920 for the United 
States as a whole has been small. 
In 1920, 38.1% of the farms were 
operated by tenants, and in 1925, 
38.6%. However, when the various 
sections and states are compared, it 
will be noticed that the increase was not 
uniform or universal. There was a 
decrease in the percentage of tenant- 
operated farms east of the Mississippi 
in all states except Wisconsin, West 
Virginia, the two Carolinas, Missis- 
sippi, and Alabama. There was also 
a decrease in all the Pacific states and 
in Nevada. The period 1920 to 1925 
merely continued the trend in the direc- 
tion of more owner-operation of farms 
in the New England and Middle Atlan- 
tic states. The same is true of the 
border states—Delaware, Maryland, 
Kentucky, and Virginia. West Vir- 
ginia is in practically the same position 
as in 1920. Florida also decreased its 
percentage of tenant farms. On the 
other hand, the Carolinas, Mississippi, 
and Wisconsin continued their steady 
upward trend, and Alabama practically 
went back to the same figure it had in 
1910. In Michigan, Illinois, Indiana, 
Ohio, and Georgia the general increase 
in the percentage of tenant-operated 
farms was reversed during the last five 
years. 
West of the Mississippi, with the 





*Based on the preliminary figures released in 
press notices of the 1925 Census and subject to 
correction. Hence, most of the figures have been 
given in round numbers. 


exception of the Pacific states and 
Nevada, the situation is far different. 
The Great Plains states, already started 
on a striking upward movement of ten- 
ancy in the 1910-1920 decade, acceler- 
ated the pace in the last five years. To- 
day every one of the Hundredth Merid- 
ian states has over one-third of its 
farms rented, and Texas and Oklahoma 
approach two-thirds. Practically all the 
Mountain states had a spectacular in- 
crease in the number of tenant farms, 
and the states lying on the Mississippi 
shared the general upward trend. 

In studying the changes in the tenure 
situation from 1920 to 1925, it is well 
to distinguish between those states in 
which the total number of farms in- 
creased and those states where it de- 
creased. Twenty-six states belong in 
the first class and 22 in the second. 
Omitting the manager-operated farms, 
the number of which has decreased 
everywhere (except in California), each 
of the two classes can be subdivided 
into three groups based upon the rela- 
tive increase or decrease in the number 
of owners and tenants. After all, a 
percentage is a ratio, and this relation- 
ship changes as the various figures 
change. For instance, one of the out- 
standing facts in the tenure situation is 
the decline of manager-operated farms. 
In 1920, 68,449 farms were reported 
in this class; in 1925 only 40,755, a 
decrease of 40.5%. Unless these farms 
have been abandoned, they became 
either owner-operated or tenant farms 
and thus added to the number in either 
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or both of these groups. Where the 
numbers involved are relatively small, 
a slight shift in tenure is often respon- 
sible for a noticeable change in the 
percentages. Even small errors in enu- 
meration are therefore important. Ten- 
nessee, with a total of over 252,000 
farms in 1925, lost 105 farms during 
the 5 years between the last 2 censuses. 
It lost 481 manager-operated farms and 
166 tenant farms, but gained 542 owner- 
operated farms. This shift of a few 
hundred farms was sufficient to place 
the state among those with a decrease 
in tenancy. 

However, when the states are 
grouped on the above basis, it is 
interesting to find that the tenure 
groups tend to be geographical groups 
(Chart I). 

In Group I the total number of farms 
and the number of owner and of tenant 
farms have all increased. Whether the 
percentage of tenant farms has in- 


creased or decreased depends upon the 
relative increase in the numbers of the 
three kinds of farms. Minnesota added 
over 9,000 farms since 1920, but almost 
7,000 were tenant farms and only 3,000 
were owner farms. Manager-operated 
farms decreased by over 800. Conse- 
quently, the percentage of tenancy has 
become greater. On the other hand, in 
some states the increase was greater for 
the owner-operated farms, and the per- 
centage of tenancy decreased. Nevada 
and Virginia are examples. In a few 
cases the shift in the number of man- 
ager-operated farms was such that the 
percentage of tenancy increased in spite 
of a greater increase in the number of 
owners, as in Utah and West Virginia. 
Group I is scattered in three places, the 
Southwest, the Lake states, and the 
Virginias and North Carolina. 

Group II consists of those states in 
which the total number of farms has 
increased, tenants and managers have 
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decreased but owners have become 
more numerous. It is noteworthy that 
New England, with the exception of 
Vermont and Rhode Island, has had an 
increase in the number of farms, there- 
by completely reversing the continuous 
trend since 1880 and 1890. Massachu- 
setts is a good example. It had almost 
1,500 more farms in 1925 than in 1920, 
but over 2,700 more owner farms. 
This is explained by a loss of 748 man- 
ager farms and 682 tenants. Group II 
extends along the Atlantic coast as far 
south as the Potomac. The Pacific 
states and Florida also belong in this 
group. 

Group III has had an increase in the 
total number of farms but has had a 
heavy increase in tenants accompanied 
by a corresponding decrease in the num- 
ber of owners and managers. This 
group consists of a solid block of states 
south of North Dakota but includes 
Iowa. All of these states have had a 
notable increase in tenancy. Texas 
added 29,000 farms since 1920 but lost 
over 18,000 owners and about 1,000 
managers. However, it gained 49,000 
tenants in 5 years! Thus the percent- 
age of tenancy jumped from 53.3 to 
60.4. All of these states lie in the 
section which was severely affected by 
post-war depression in agriculture. The 
fact that the number of owners failed 
to hold its own and that tenants in- 
creased so rapidly indicates a failure on 
the part of thousands of farmers to 
raise themselves on the agricultural 
ladder. In some cases it has meant a 
backward step. 

Group IV flanks Group III on both 
sides and has even more striking char- 
acteristics. These states have had a 


decrease in the total number of farms, 
a decrease in the number of owners 
and managers but a notable increase in 
Practically all 


the number of tenants. 


of these states are in regions where, 
under normal conditions, new farms 
were being created. However, during 
the last 5 years they did not even retain 
the farms they had in 1920. Montana 
lost almost 11,000 farms, almost 14,000 
owner-operated farms, and 300 man- 
agers. On the other hand, there was a 
gain of 3,500 tenants, a graphic indi- 
cation of the years of crop failure and 
the crisis which followed the World 
War. When the increase in mortgage 
indebtedness is added to the general 
increase in tenancy, the picture is even 
more vivid. Missouri, Arkansas, and 
Louisiana are also in Group IV, but 
here other factors are probably respon- 
sible for the situation. 

Group V is the opposite of the last 
group of states discussed. In these 
states owners have increased in number 
while tenants have decreased, and the 
total number of farms has become less. 
Ohio is the center of this group and 
illustrates the situation. There was a 
decrease of almost 12,000 farms; but 
the decrease of over 13,000 tenants and 
managers was accompanied by an in- 
crease of over 3,000 owners. Natur- 
ally, tenancy declined in relative impor- 
tance. Rhode Island and Tennessee 
also belong in this group. 

Group VI is the opposite of Group I; 
instead of an increase there has been a 
decrease in the number of all the items 
considered. A change in the percentage 
is due to a disproportionate decrease in 
the magnitude of the three items. 
Illinois, for instance, had a decrease 
of over 11,500 farms, of which 3,500 
were owner-operated, 1,500 were run 
by managers, and 6,500 by tenants. 
The relatively greater decrease in the 
number of tenant farms pushed the per: 
centage down. On the other hand, 
Alabama lost more owners than tenants 
and increased its proportion of tenants 
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thereby. This group of states is found 
in the Old South but includes Illinois, 
Kentucky, and Vermont. 

The United States as a whole falls 
in Group IV. Since 1920 there has 
been a loss of almost 77,000 farms, of 


which 57,000 were operated by owners 
and 28,000 were manager-operated 
farms. However, for the country as a 
whole there were only 7,724 more ten- 
ants in 1925 than in 1920. 

GeorcE S. WEHRWEIN 


VALIDITY OF COMPREHENSIVE ZONING 


oe of comprehensive zon- 
ing have been greatly heartened by 
the recent decision of the United States 
Supreme Court upholding such an ordi- 
nance. Although state courts have up- 
held such legislation, this is the first 
time a comprehensive, as distinguished 
from a piecemeal, zoning ordinance, 
has reached the highest federal court. 
The casual reader of the opinion by 
Justice Sutherland, speaking for the 
majority, will doubtless say that it is a 
sweeping vindication of height, area, 
and use restrictions, despite the dissents 
of Justices Van Devanter, McReynolds 
and Butler. Indeed, the apparent ap- 
proval of the prevention of nervous dis- 
orders as a valid public purpose, among 
others, does give some ground for 
optimism. But a closer reading will 
bring to light certain statements which 
are a warning against unchecked en- 
thusiasm. It must be remembered that 
the Supreme Court decides no more 
than it has to, on the facts given in the 
record. As has happened often in the 
past, statements in one case which ap- 
pear to sanction certain conduct turn 
out to be merely dicta. Lay readers are 
prone to overlook this judicial distinc- 
tion between what is essential, and what 
is non-essential, in deciding an issue. 
Before hazarding interpretations of 
the scope of this decision, it will be 
well to outline Justice Sutherland’s 





* Village of Euclid v. Ambler Realty Company, 
47 Su. Ct. 114 (1926). 


opinion. First, what are the facts? 
The village of Euclid, Ohio, is a suburb 
of Cleveland, merging almost indis- 
tinguishably into the larger unit. Justice 
Sutherland in his opinion describes the 
physical characteristics of the area, par- 
ticularly the two railways and three 
boulevards, running parallel, with ref- 
erence to which many details of the or- 
dinance were decided. The zoning or- 
dinance in question was passed in 1922. 
It established six classes of use dis- 
tricts, four classes of area districts, and 
three classes of height districts. 

Only the use districts were directly 
involved in the instant case. The fol- 
lowing statement of use restrictions in- 
dicates the scope of the ordinance, with- 
out being an exhaustive enumeration. 
The first use district, called U-1, was 
restricted to single family residences, 
parks, stations, farms, and the like; 
U-2 allowed in addition two-family 
houses; U-3 added multi-family houses, 
apartments, hotels, churches, schools, 
hospitals; U-4 included banks, offices, 
retail and wholesale stores, garages; 
U-5 allowed billboards, warehouses, 
and light manufacturing establishments ; 
U-6 added penal institutions, heavy 
manufacturing establishments, ceme- 
teries, etc. Certain prohibited uses 
were also specified. The permitted uses 
were cumulative that is, any structure 
allowed in U-1 could, of course, be in 
U-2 to U-6. But no structure specifi- 
cally permitted in U-4, for example, 
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could be built in areas designated as 
U-1, U-2, or U-3. 

The appellees, Ambler Realty Com- 
pany, owned 68 acres of vacant land 
which came within areas designated as 
U-2, U-3, and U-6. The company con- 
tended that the land had been held 
vacant for years because it was suited 
to industrial development, being in the 
path of such development from Cleve- 
land. It was further alleged that the 
market value of the land for industrial 
purposes (U-6) was about $10,000 per 
acre; for residential purposes, $2,500 
per acre. The first 200 feet of the par- 
cel back from Euclid Avenue had, it 
was claimed, a value of $150 per front 
foot if unrestricted as to use; but if 
limited to residential use (U-2) its 
value was not more than $50 a front 
foot. The company also argued that 
the ordinance kept buyers away, thus 
constituting ‘‘a cloud upon the land.” 

It is evident that the ordinance took 
away expected economic values from 
the owners. The prohibition of certain 
uses of parts of the tract, particularly 
the keeping out of business and apart- 
ments from the portion nearest Euclid 
Avenue, reduced the potential value 
from $150 to $50 a front foot. If the 
owners of the land were free to do as 
they pleased with their property, this 
impairment of value would not have 
taken place. Here was a taking of 
private rights but was the taking rea- 
sonable or unreasonable? The appellees 
claimed it was unreasonable, a taking 
of property without due process of law; 
hence an injunction was sought restrain- 
ing enforcement of the ordinance. The 
lower federal court declared the ordi- 
nance unconstitutional and an injunc- 
tion warranted.” 

The general issue was whether or 





*Ambler Realty Co. v. Village of Euclid, Ohio, 
297 Fed. 307 (1924). 


not such a comprehensive zoning ordi- 
nance unreasonably invaded private 
rights to the unhindered use and enjoy. 
ment of property. It is essential, how- 
ever, to state the issue with particu. 
larity, in the light of the facts pre- 
sented. The important specific issue 
was the reasonableness of keeping busi- 
ness uses and apartment houses out of 


certain areas declared by public author. . 


ity to be suited only for residential use, 
when such a restriction reduced the 
values of privately owned vacant land 
by two-thirds. The protection of single 
family residential districts from the en- 
croachment of two-family dwellings was 
not involved. 

Justice Sutherland takes the dynamic 
point of view toward the issue: 


Building zone laws are of modern origin. 
They began in this country about 25 years 
ago. Until recent years urban life was com- 
paratively simple; but with the great increase 
and concentration of population, problems 
have developed and constantly are developing 
which require, and will continue to require, 
additional restrictions in the use and occupa- 
tion of private lands in urban communities. 

Regulations the wisdom, necessity and 
validity of which, as applied to existing con- 
ditions, are so apparent that they are now 
uniformily sustained, a century ago, or even 
a half century ago, probably would have been 
rejected as arbitrary and oppressive. Such 
regulations are sustained, under the complex 
conditions of our day, for reasons analogous 
to those which justify traffic regulations, 
which, before the advent of automobiles and 
rapid transit street railways, would have been 
condemned as fatally arbitrary and unrea- 
sonable. And in this there is no inconsistency, 
for while the meaning of constitutional guar- 
ranties never varies, the scope of their appli- 
cation must expand or contract to meet the 
new and different conditions which are con- 
stantly coming within the field of their opera- 
tion. In a changing world, it is impossible 
that it should be otherwise. 

But although a degree of elasticity is thus 
imparted, not to the meaning but to the ap- 
plication of constitutional principles, statutes 
and ordinances which, after giving due weight 
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to the new conditions, are found clearly not 
to conform to the Constitution, of course, 
must fall. 


The court then states the familiar 
doctrine that police power restrictions 
of private rights must bear reasonable 
relation to a legitimate legislative ob- 
ject, such as public health, morals, 
safety, welfare. But “the line which in 
this field separates the legitimate from 
the illegitimate assumption of power is 
not capable of precise delimitation. It 
varies with circumstances and condi- 
tions. A regulatory zoning ordinance 
which would be clearly valid as applied 
to the great cities might be clearly in- 
valid as applied to rural communities.” 
In solving doubts two clews are the an- 
cient maxim, sic utere tuo ut alienum 
non laedas, and the law of nuisances. 
“A nuisance may be merely a right thing 
in the wrong place—like a pig in the 
parlor instead of the barn yard.” But 
the court must consider the particular 
regulation in the light of particular 
circumstances in the locality in question. 

As Justice Sutherland says, there is 
no difficulty about regulation of build- 
ing heights “in order to minimize the 
danger of fire and collapse, the evils of 
overcrowding, and the like.”* Nor is 
there difficulty about “excluding from 
residential sections offensive trades, in- 
dustries, and structures likely to create 
nuisances,” such as fertilizer works,* 
cemeteries,° livery stables,° brick kilns,’ 
billboards.* Piecemeal zoning of this 
type has an obvious relation to public 
health, safety, or general welfare. 





*Welch v. Swasey, 214 U. S. 91 (1909). Com- 
pare this decision with Attorney-General v. Wil- 
liams, 174 Mass. 476 (1899), and Williams v. 
Parker, 188 U. S. 491 (1902); Piper v. Ekern, 180 
Wis. 586 (1923), and Atkinson v. Piper, 195 N. W. 
544. (1923), and Opinion of the Justices, 234 Mass. 
597 (1920). These cases show the line drawn be- 
tween (1) eminent domain and police power; and 
(2) esthetic purposes and public health and safety 
as valid legislative objects. 


But in the Euclid ordinance exclusion 
was in general terms and comprehen- 
sive, so that inoffensive and non-dan- 
gerous industries might be excluded 
along with the obvious nuisances. On 
this point the court calls upon a gen- 
eral rule of construction. ‘The inclu- 
sion of a reasonable margin to insure 
effective enforcement will not put upon 
a law, otherwise valid, the stamp of 
invalidity. Such laws may also find 
their justification in the fact that, in 
some fields, the bad fades into the good 
by such insensible degrees that the two 
are not capable of being readily dis- 
tinguished and separated in terms of 
legislation.” 

Although the exclusion of industries 
from residential districts causes no dif- 
ficulty, a serious question is raised by 
the exclusion of “apartment houses, 
business houses, retail stores and shops, 
and other like establishments.” ‘This 
question involves the validity of what is 
really the crux of the more recent zon- 
ing legislation, namely, the creation and 
maintenance of residential districts 
from which business and trade of every 
sort, including hotels and apartment 
houses, are excluded. Upon that ques- 
tion this court has not thus far spoken.” 

Having narrowed the issues down to 
the real question raised by the facts of 
the case, the court takes judicial cogniz- 
ance of the opinions of state courts and 
of committees of experts. The decisions 
of state courts are many and conflicting, 
but those sustaining exclusion of busi- 
ness from residence districts outnumber 





‘ Fertilizer Co. v. Hyde Park,97 U.S. 659 (1878). 

* Laurel Hill Cemetery v. City and County of 
San Francisco, 216 U. S. 358 (1910). 

*Reinman v. City of Little Rock, 237 U. S. 171 
(1915). 

* Hadacheck v. Sebastian, 239 U. S. 394 (1915). 

* Cusack Co. v. City of Chicago, 242 U. S. 526 
(1916). 
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the others. In the few illustrative de- 
cisions cited, Justice Sutherland quotes, 
apparently with approval, the reasoning 
by which such exclusion is construed to 
bear a “rational relation to the health 
and safety of the community.” The 
bases of this opinion are in part: (1) 
The health and security from injury of 
children, resulting from the separation 
of residences from business; (2) the 
suppression and prevention of disorder; 
(3) better fire protection and enforce- 
ment of traffic regulations; (4) the cut- 
ting down of the “‘confusion and danger 
of fire, contagion, and disorder which in 
greater or less degree attach to the lo- 
cation of stores, shops, and factories” ; 
(5) easier and less expensive construc- 
tion and repair of streets. 

Similarly the court quotes the conclu- 
sions of experts who “concur in the view 
that the segregation of residential, busi- 
ness, and industrial buildings will make 
it easier to provide fire apparatus suit- 
able for the character and intensity of 
the development in each section; that it 
will increase the safety and security of 
home life; greatly tend to prevent street 
accidents, especially to children, by re- 
ducing the traffic and resulting con- 
fusion in residential sections; decrease 
noise and other conditions which pro- 
duce or intensify nervous disorders; 
preserve a more favorable environment 
in which to rear children.” 

Apartment houses are particularly 
mentioned. “. . . . It is pointed out 
[by these experts] that the develop- 
ment of detached house sections has 
been greatly retarded by the coming of 
apartment houses, which has sometimes 
resulted in destroying the entire section 
for private house purposes; that in such 
sections very often the apartment house 
is @ mere parasite constructed in order 
to take advantage of the open spaces 
and attractive surroundings created by 


the residential character of the dis. 
trict.” And when one apartment is fol. 
lowed by others, the normal results are: 
(1) Interference with sunlight and cir. 
culation of air; (2) disturbing noises of 
increased traffic and business; (3) occu- 
pation of a larger portion of the streets, 
making them unsafe; (4) depriving 
children of play spaces; (5) finally, 
‘the residential character of the neigh. 
borhood and its desirability as a place 
of detached residences are utterly 
destroyed. Under these circumstances, 
apartment houses, which in a different 
environment would be not only entirely 
unobjectionable but highly desirable, 
come very near to being nuisances.” 

If the opinion had stopped at this 
point, the most ardent advocates of 
zoning would have ground for opti- 
mism. But Justice Sutherland goes on 
to say that these considerations justify 
only in general the regulation embodied 
in the Euclid ordinance. This is all that 
need be decided at the moment because 
the equitable remedy sought by the 
appellees raised only general objections 
to the enforcement of the ordinance. 
Hence, if a more specific complaint is 
made, the court might find some pro- 
visions of the ordinance arbitrary and 
unreasonable.® In deciding only that 
the general scope of the ordinance is 
valid, the court is not inconsistent be- 
cause “in the realm of constitutional 
law especially, this court has perceived 
the embarrassment which is likely to 
result from an attempt to formulate 
rules or decide questions beyond the 
necessities of the immediate issue. It 
has preferred to follow the method of 
a gradual approach to the general by a 
systematically guarded application and 
extension of constitutional principles to 





*For example, the classification of churches and 
schools with apartment houses and hotels or gar- 
ages with banks, offices and stores. 
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particular cases as they arise, rather 
than by out of hand attempts to estab- 
lish general rules to which future cases 
must be fitted.” 

This opinion is interesting from sev- 
eral angles. To the constitutional 
lawyer, a new line has been drawn for 
the scope of police power legislation, 
and another property right in the use 
of land has been taken away. Previously 
a landowner might claim the right to 
build an apartment house or business 
structure regardless of the uses to 
which his neighbors put their land. This 
right has been struck down by the Eu- 
clid decision. The lawyer may be in- 
clined to question Justice Sutherland’s 
application of the law of nuisances, for 
the object of the ordinance was not to 
abate existing nuisances (as was the 
case in the Reinman and Hadacheck 
cases, cited earlier), but to prevent 
potential nuisances from coming into 
existence. Apart from the reasoning of 
the opinion, lawyers will probably ap- 
prove or condemn the effect of the 
decision according to their individual 
evaluations of the importance of the 
private rights invaded. Probably none 
will deny that the conclusion of the 
court gives greater scope than hereto- 
fore to zoning laws. 

To owners of vacant land who, 
despite zoning, hope to realize an in- 
crement in value from selling or using 
it for apartment or business buildings, 
the decision will naturally be discourag- 
ing. But to the more numerous home- 
owners who want to protect their com- 
munities from apartments and _busi- 
nesses, the case will be a blessing. 

To the public official the decision 
holds out hope that all or most of the 
provisions in the 500-odd zoning ordi- 
nances in the United States are valid 
and will be so held if disputes arise. As 
to this, one must point to the final para- 


graphs of the opinion, in which sweep- 
ing interpretations are warned against. 

This brings us to the question, which 
is most interesting from the economic 
point of view, just how far does the 
decision go? This may be best shown, 
perhaps, by stating a suppositious case. 
Suppose part of the vacant land owned 
by the Ambler Realty Company fell in 
U-1, the area zoned against two-family 
houses; would the court say that duplex 
houses “‘came near to being nuisances,” 
as apartment houses were character- 
ized? The influence of two-family 
houses in a neighborhood is certainly 
not as aggravating as that of apartment 
houses. They do not produce the same 
congestion, trafic hazards, noise, and 
confusion. There might be some in- 
crease of fire hazards, due in part to 
building on smaller lots for the sake of 
economy ; but area regulations, as in the 
Euclid ordinance, might avoid this pos- 
sible difficulty. The remaining ground 
for justifying the exclusion of two- 
family houses would be the deteriora- 
tion of the neighborhood with possible 
depression of single family residence 
values. But the court has not specific- 
ally approved the stabilization of prop- 
erty values as a valid legislative object 
by itself any more than it has sustained 
legislative solicitude for esthetics by it- 
self. It would be interesting to know 
what the court would say about an ordi- 
nance which rested clearly and solely 
on this basis. Undoubtedly there are 
some groups in the community whose 
economic interests are furthered by 
stable values; but there are those whose 
advantage lies in rapidly fluctuating 
values. Which group is more deserving 
of protection? If public authority may 
restrain influences tending to increase 
values, may it not likewise restrain in- 
fluences tending to reduce values? If 
this can be done, public authority will 
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be given a considerable measure of con- 
trol over the uncertain costs of ripening 
and decaying real property, which have 
been one of the major and, in large 
measure, individually uncontrollable 
risks of landowners. 

Conceivably, the court might find 
other grounds than the analogy of nui- 
sances and the time-worn public health, 
safety, and morals to justify excluding 
two-family dwellings. Stabilization of 
expectations of future events and con- 
duct is being recognized increasingly as 
a desirable end of economic policies, 
both public and private. These stable 
expectations have economic value. In 
the case of landed property this is im- 
portant because the fixity of the invest- 
ment and the comparatively low rate of 
capital turnover make it difficult for 
owners to adapt themselves to rapid 
changes without risk of great economic 
losses. Such losses are economic 
wastes having both individual and social 
significance. A public policy designed 
to minimize such wastes would seem to 
be in the public interest, even though it 
cut down some individual rights. Zoning 


of the Euclid type is one method of» 


realizing this purpose, since it restrains 
the self-seeking few from arbitrarily up- 
setting the expectations of the many 
property-owners in a_ neighborhood. 
The upset occasioned by an apartment 
house invasion is only one degree re- 
moved. from that brought about by the 
invasion of duplex dwellings into a 
hitherto single family residence neigh- 
borhood. The duplex dwelling may not 


If in future decisions the court sanctions public 
protection of single family residences, it will be 
interesting to examine the possibility of taking the 
ultimate step in use regulation—namely, prohib- 
iting the development of land in advance of needs. 
This would involve controlling the rate of land 
development to prevent the economic and social 
waste of premature subdividing. On the control 
of land destined for public uses such as streets 
and parks see the Report of the Eighteenth Na- 
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be a nuisance in the legal or economi 
sense, but it is a threat to stable expec 
tations of the future character of @ 
neighborhood which cannot easily be 
controlled by individual action. As such, 
it would seem to come within the scope 
of the legal maxim, sic utere tuo ub 
alienum non laedas.’° ) 
The constitutional limits of use regue 
lation by zoning and planning laws may 
profitably be compared with the similar 
limits of rent regulation. Temporary 
rent control under scarcity conditions! 
was upheld as an emergency measure,” 
which was, however, unwarranted when 
the emergency passed.”* Emergency rent 
control went to the ‘“‘verge of the law” 
in Justice Holmes’ opinion.’* In the 
Euclid ordinance the landowners als 
leged that two-thirds of the prospective 
value of part of their property was 
taken away by the indirect means of re 
stricting uses; and the ordinance was 
not an emergency measure. One is diss 


posed to wonder if the direct control of 
land income in the rent legislation was 
in effect any more drastic than the indi- 
rect control of capital value under the 
Euclid zoning ordinance. 

Even if the Supreme Court has not 
established a new “verge of the law” 


comparison with rent control, its 
opinion on use control seems to go) 
further than before. Until a more defi- 
nite opinion is given, the supporters of, 
zoning ordinances may take heart and 
should redouble their efforts in behalf 
of sound, non-political administration. 
E. W. MoreHouse 


tional Conference on City Planning (Wm. F. Fell 
Co., Philadelphia, 1926), pp. 49 ff. 
™ Block v. Hirsch, 256 U. S. 135 (1921) ; Holding” 
Company v. Feldman, 256 U. S. 170 (1921). 
2 Chastleton Corporation v. Sinclair, 264 U. S. 
543 (1923). ; 
* Pennsylvania Coal Company v. Mahon, 260 
U. S. 393 at 416 (1922). 








